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INTRODUCTION

Section 3802 of the Internal Revenue Service Restructuring and Reform Act of 1998 (the
“IRS Reform Act”)? directs the Joint Committee on Taxation and the Department of the Treasury
to undertake separate studies of the present-law disclosure provisions of the Internal Revenue
Code, including provisions relating to tax-exempt organizations, and make any legislative and
administrative recommendations they deem appropriate. The studies are due by
January 22, 2000.

The staff of the Joint Committee on Taxation (the “Joint Committee staff”) is publishing
its study in three volumes. As set forth in more detail below, Volume [P contains the Joint
Committee staff study relating to general disclosure provisions, Volume II* contains the Joint
Committee staff study of disclosure rules relating to tax-exempt organizations, and Volume Il1,°
contains reproductions of public comments received by the Joint Committee staff and reports
prepared by the General Accounting Office (the “GAQ”) for the Joint Committee staff in
connection with the study.

VVolume I contains the following: (1) an executive summary and a discussion of the
methodology employed by the Joint Committee staff in conducting the study (Part One); (2) a
description of the present-law rules relating to general disclosure provisions, including a
discussion of sections 6103 and 6110 of the Internal Revenue Code of 1986 (the “Code”), the
Freedom of Information Act, and the Privacy Act (Part Two); (3) a discussion of the policies
underlying confidentiality and disclosure of tax returns and return information (Part Three); (4)

2 Public Law 105-206, signed by the President on July 22, 1998 (H.R. 2676). For
legislative history, see H.R. Rep. No. 105-599 (Conference Report), S. Rep. No. 105-174 (Senate
Committee on Finance), and H.R. Rep. No. 105-364, Part 1 (House Committee on Ways and
Means).

* Volume | may be cited as follows: Joint Committee on Taxation, Study of Present-Law
Taxpayer Confidentiality and Disclosure Provisions as Required by Section 3802 of the Internal
Revenue Service Restructuring And Reform Act of 1998, Volume I: Study of General Disclosure
Provisions (JCS-1-00), January 28, 2000.

* Volume Il may be cited as follows: Joint Committee on Taxation, Study of Present-
Law Taxpayer Confidentiality and Disclosure Provisions as Required by Section 3802 of the
Internal Revenue Service Restructuring And Reform Act of 1998, Volume II: Study of Disclosure
Provisions Relating to Tax-Exempt Organizations (JCS-1-00), January 28, 2000.

> Volume 11l may be cited as follows: Joint Committee on Taxation, Study of Present-
Law Taxpayer Confidentiality and Disclosure Provisions as Required by Section 3802 of the
Internal Revenue Service Restructuring And Reform Act of 1998, Volume I1I: Public Comments
and General Accounting Office Reports (JCS-1-00), January 28, 2000.
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data and background information regarding the use of tax returns and return information obtained
under present-law rules (Part Four); and (5) Joint Committee staff recommendations relating to
general disclosure provisions (Part Five). VVolume | also contains the following appendices: (1)
a description of the legislative history of section 6103 (Appendix A); (2) information provided by
the taxpayer in an advanced pricing agreement request (Appendix B); (3) a list of Congressional
resolutions authorizing disclosures to nontax writing committees (Appendix C); (4) a summary
of public comments received by the Joint Committee staff relating to general disclosure
provisions (Appendix D); and (5) a copy of the most recent annual disclosure report provided to
the Joint Committee pursuant to section 6103(p)(3)(C) (Appendix E).

Volume Il of the study (relating to tax-exempt organizations) contains the following: (1)
an executive summary (Part I); (2) a discussion of the methodology employed by the Joint
Committee staff in conducting the study (Part I1); (3) a description of present law and
background information relating to disclosure rules applicable to tax-exempt organizations (Part
I11); (4) an economic analysis of the benefits of tax-exempt status (Part 1V); (5) analysis of issues
relating to the disclosure of information regarding tax-exempt organizations (Part V); and (6)
Joint Committee staff recommendations to increase disclosure of information relating to tax-
exempt organizations (Part IVV). Volume Il also contains the following appendices: (1) a
description of the legislative history for the disclosure provisions applicable to tax-exempt
organizations under section 6104 of the Code (Appendix A); (2) copies of IRS Annual Returns
for Tax Exempt Organizations (Appendix B); and (3) a summary of public comments received by
the Joint Committee staff relating to disclosure provisions regarding tax-exempt organizations
(Appendix C).

Volume 111 contains reproductions of the public comments received by the Joint
Committee staff in connection with the study and reproductions of two GAO reports prepared for
the study at the request of the Joint Committee staff.



I. EXECUTIVE SUMMARY
A. Introduction

This study was performed pursuant to section 3802 of the IRS Reform Act, which
requires the Joint Committee on Taxation (the “Joint Committee) and the Department of the
Treasury to conduct separate studies of the scope and use of provisions regarding taxpayer
confidentiality and to report the findings of their studies, together with such recommendations as
they deem appropriate, to the Congress not later than January 22, 2000. Under the IRS Reform
Act, the studies are to examine specific issues relating to taxpayer confidentiality, including
whether the public interest would be served by greater disclosure of information relating to tax-
exempt organizations described in section 501 of the Code.® To satisfy this legislative mandate,
the Joint Committee staff undertook an extensive study and review of the laws relating to
disclosure of tax returns and return information of tax-exempt organizations, including relevant
sections of the Code and the Freedom of Information Act.

To assist in this study, the Joint Committee staff requested data and certain other
information from the Internal Revenue Service (the “IRS”), including data regarding tax-exempt
organizations. The Joint Committee staff met with and consulted with representatives of various
IRS functions. The Joint Committee staff solicited comments from interested parties. The Joint
Committee staff reviewed the written comments submitted in response to its requests for
comments and met with various interested parties.

In general, the Joint Committee staff study encompasses all organizations exempt from
tax under section 501. However, the Joint Committee staff study does not address disclosure
rules relating to churches, because the issues relating to churches are unique. In addition, the
Joint Committee staff study does not address disclosure rules relating to tax-exempt pension
trusts described in section 401(a) and exempt from tax under section 501(a).

B. Overview of Present Law

In general

There are several statutory regimes relevant to determining whether Federal tax returns
and return information of tax-exempt organizations may (or must) be disclosed and, if the
information is subject to disclosure, the rules applicable to the disclosure. The primary statutory
provisions applicable to disclosure of information relating to tax-exempt organizations are (1)

¢ References in this study to section or sec. refer to the Code, unless otherwise indicated.
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sections 6103, 6104, and 6110 of the Code; and (2) the Freedom of Information Act.” The
interrelationship of these provisions is not always clear, and has generated litigation.

The Code

The Code contains three basic provisions that control the disclosure of returns and return
information: sections 6103, 6104, and 6110. Section 6103 embodies the policy that returns and
return information are confidential, and provides that returns and return information may not be
disclosed by the IRS, other Federal employees, State employees, and certain others receiving
such information except as provided in section 6103. Section 6103 also contains a number of
exceptions to this general rule of nondisclosure which authorize disclosure in particular
circumstances. Section 6103 imposes recordkeeping and safeguard requirements to protect the
confidentiality of returns and return information. Criminal and civil sanctions apply under the
Code to the unauthorized disclosure or inspection of returns and return information.

In order to allow the public to scrutinize the activities of tax-exempt organizations,
section 6104 grants an exception to the confidentiality rule of section 6103 for certain categories
of tax-exempt organization documents and information. Section 6104 requires the release in
unredacted form of approved applications for tax-exempt status, certain related documents, and
annual information returns filed by tax-exempt organizations. As a general rule, to the extent
section 6104 specifically provides for the disclosure of tax-exempt organization information,
other disclosure provisions (section 6103, section 6110, or the Freedom of Information Act) do
not apply. If tax-exempt organization information does not come within the scope of section
6104, other disclosure provisions will govern whether the information may be disclosed.

With certain exceptions, section 6110 makes the text of any written determination issued
by the IRS (and related background file document) available for public inspection. A written
determination is any ruling, determination letter, technical advice memorandum, or Chief
Counsel advice. Before making written determinations and background file documents available
for public inspection, section 6110 requires the IRS to delete specific categories of information.
Section 6110 does not apply to any matter to which section 6104 applies. Treasury regulations
have interpreted this restriction to apply to some written determinations and other documents
relating to tax-exempt organizations that are not subject to disclosure under section 6104. Thus,
some written determinations regarding tax-exempt organization issues are not disclosable under
either section 6110 or 6104.

’ The Privacy Act, which was enacted in 1974 to regulate the collection, use,
dissemination, and maintenance of personal information about individuals by Federal agencies,
does not apply to persons other than individuals. Therefore, the Privacy Act is inapplicable to
tax-exempt organizations.
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The Freedom of Information Act

The Freedom of Information Act (the “FOIA”), enacted in 1966, established a statutory
right to access government information. While the purpose of section 6103 is to restrict access to
returns and return information, the basic purpose of the FOIA is ensure that the public has access
to government documents. In general, the FOIA provides that any person has a right of access to
Federal agency records, except to the extent that such records (or portions thereof) are protected
from disclosure by one of nine exemptions or by one of three special law enforcement record
exclusions. This right is enforceable in court.

Returns and return information that cannot be disclosed under section 6103 cannot be
disclosed under the FOIA. However, persons seeking access to returns and return information
have used the FOIA as an alternative method to attempt to compel disclosure of information
arguably protected under section 6103. Cases involving returns and return information and the
FOIA have primarily involved the disclosure of IRS guidance and the determination of what
qualifies as “return information” under section 6103. FOIA litigation has resulted in the
disclosure of IRS documents such as private letter rulings, general counsel memoranda, technical
advice memoranda, and field service advice.

C. Policy Issues Relating to Disclosure of Information of Tax-Exempt Organizations

The statutory mandate for this study requires the Joint Committee to determine whether
the public interest would be served by greater disclosure of information relating to tax-exempt
organizations. Making this determination involves the balancing of sometimes competing policy
objectives. This balancing generally involves, on the one hand, the organization’s right to
privacy and concerns about misuses of information and, on the other hand, the legitimate public
interest in information regarding tax-exempt organizations. Also involved is the question of the
effect of disclosure on voluntary compliance with the tax laws. Other factors may also be
relevant, such as whether disclosure would impose additional burdens on tax-exempt
organizations and the effect of disclosure on donors and prospective donors. A similar balancing
occurs with respect to determining whether to allow disclosure of returns and return information
of taxable persons.

Like individual taxpayers, tax-exempt organizations may assert a right to privacy
regarding their activities and interactions with the IRS. However, for some time, different
disclosure rules have applied to tax-exempt organizations than to individuals and more recent
changes in the law have led to increased levels of public disclosure of returns and return
information of tax-exempt organizations. Public disclosure of information regarding tax-exempt
organizations enables the public to provide oversight of such organizations and the activities in
which they are involved. Disclosure of information regarding tax-exempt organizations also
allows the public to determine whether the organizations should be supported--through continued
tax benefits and contributions of donors--and whether changes in the laws regarding such
organizations are needed.



The public has an interest in information about the tax-exempt sector as a whole, as well
as in information regarding specific organizations. The public has an interest in knowing
whether tax-exempt organizations are complying with the law, how such organizations are
carrying out their exempt purposes, and whether the tax benefits provided to such organizations
are accomplishing their purposes and should be continued, modified, or eliminated. Members of
the public who wish to donate funds to tax-exempt organizations also need to know whether the
deduction will be tax deductible.

D. General Principles Relating to Disclosure of
Returns and Return Information of Tax-Exempt Organizations

The public has a legitimate interest in access to information of tax-exempt organizations.
This public interest derives from the tax benefits accorded under Federal law to such
organizations, as well as the nature and purposes of such organizations. The public has an
interest in ensuring that tax-exempt organizations are complying with applicable laws and that
the funds of such organizations (whether or not solicited from the general public) are being used
for the exempt purposes of the organization.

The Joint Committee staff believes that increased disclosure of information regarding tax-
exempt organizations will improve the efficiency of the operation of the tax-exempt sector by:
(1) increasing public oversight of tax-exempt organizations; (2) increasing compliance with
Federal tax and other applicable laws; (3) promoting the fair application and administration of
the Federal tax laws; and (4) advancing the policies underlying the Federal tax rules regarding
such organizations, including the encouragement of charitable giving. Thus, the Joint Committee
staff believes that the general principle governing disclosure of information regarding tax-exempt
organizations is that such information should be disclosed unless there are compelling reasons
for nondisclosure that clearly outweigh the public interest in disclosure.

In determining whether particular information regarding tax-exempt organizations should
not be disclosed, the public interest in disclosure should be balanced against the reasons for
nondisclosure. There may be a variety of factors relevant to this determination. For example, in
some cases, returns and return information regarding a tax-exempt organization may involve
returns and return information of individuals, such as donors. In such a case, the privacy
interests of the individual may outweigh the general public interest in the information. In other
cases, disclosure of the information may be inconsistent with the objectives of disclosure. For
example, in some circumstances, disclosure of information may be viewed as undermining
voluntary compliance. In some cases, the administrative burdens on the organization may be
unreasonable given the public benefit to be derived from disclosure. The Joint Committee staff
believes that any proposed exceptions to the general principle of disclosure should be evaluated
on a case-by-case basis to determine whether the exception is appropriate.



E. Joint Committee Staff Recommendations

Disclosure of IRS materials

. The Joint Committee staff recommends that all written determinations (and
background file documents) involving tax-exempt organizations should be
publicly disclosed. In general, the Joint Committee staff recommends that such
disclosure should be made without redactions.

. The Joint Committee staff recommends that the IRS disclose the results of audits
of tax-exempt organizations. In addition, the Joint Committee staff recommends
that all closing agreements with tax-exempt organizations should be disclosed. In
general, the Joint Committee staff recommends that such disclosures should be
made without redaction.

. The Joint Committee staff recommends that applications for exempt status (and
supporting documents) should be disclosed when the application is made. In
addition, the Joint Committee staff recommends that any action taken on the
application should be disclosed.

. The Joint Committee staff recommends that rules similar to the disclosure rules
that apply to third party communications under section 6110 should be applied to
third party communications relating to written determinations and exemption
applications subject to disclosure under section 6104.

. The Joint Committee staff recommends that the taxpayer identification number of
tax-exempt organizations should not be subject to disclosure.

Form 990 and related forms

. The Joint Committee staff recommends that the Form 990 and related forms: (1)
should be accepted by the IRS for electronic filing for returns filed after 2002; and
(2) should be revised to ensure that the forms provide relevant and
comprehensible information to the public as well as the IRS.

. The Joint Committee staff recommends that the scope of section 6104 should be
expanded to require the disclosure of all Forms 990-T and any returns filed by
affiliated organizations of tax-exempt organizations.

. The Joint Committee staff recommends that the scope of section 6104 should be
expanded to require the disclosure of the annual return filed by political
organizations described in section 527, that section 527 organizations should be
required to file an annual return even if they have no taxable income, and that the
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annual return for such organizations should be revised to include more
information concerning the activities of such organizations.

. The Joint Committee staff recommends that tax-exempt organizations should be
required to provide both their legal name and the name under which they do
business on the Form 990.

. The Joint Committee staff recommends that the IRS notify taxpayers in
instructions and publications that Form 990 is publicly available.

. The Joint Committee staff recommends that the address of the site on the World
Wide Web, if any, of a tax-exempt organization should be included on Form 990
and that the IRS be required to publish such addresses.

. The Joint Committee staff recommends that the Form 990 report more
information concerning the transfer of funds among various tax-exempt
organizations so that the public and the IRS can better assess whether
contributions to tax-exempt organizations are being used to fund political
activities.

. The Joint Committee staff recommends that tax-exempt entities (other than
churches) that are below the filing threshold for the Form 990-EZ should be
required to file annually a brief notification of their status with the IRS.

. The Joint Committee staff recommends that private foundations reporting capital
gains and losses on Form 990-PF should be permitted to disclose a summary of
those capital transactions. A full listing of capital transactions would be required
to be filed with the IRS and to be provided to the public upon request.

. The Joint Committee staff recommends that the present-law tax penalty imposed
on tax return preparers should be expanded to apply to any omission or
misrepresentation on a Form 990 that either was known or reasonably should have
been known to the preparer.

. The Joint Committee staff recommends that the present-law tax penalty imposed
on tax return preparers should be expanded to apply to willful or reckless
misrepresentation or disregard of rules and regulations with respect to Form 990.

Disclosure of returns and return information of tax-exempt organizations to nontax State
officials or agencies

. The Joint Committee staff recommends that the IRS should be permitted to
disclose to Attorneys General and other nontax State officials or agencies audit
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and examination information concerning tax-exempt organizations with respect to
whom the State officials have jurisdiction and have made a specific referral of
such organization to the IRS prior to a final determination with respect to the
denial or revocation of tax exemption. In addition, the Joint Committee staff
recommends that the IRS should be permitted to share audit and examination
information concerning tax-exempt organizations with nontax State officials and
agencies with jurisdiction over the activities of such organizations and who
regularly share information with the IRS when the IRS determines that such
disclosure may facilitate the resolution of cases.

Lobbying expenditures

. The Joint Committee staff recommends that public charities (both electing and
nonelecting charities) should be required to provide a general description of their
lobbying activities on Schedule A to Form 990.

. The Joint Committee staff recommends that public charities should be required to
disclose expenditures for self-defense lobbying.

. The Joint Committee staff recommends that public charities should be required to
disclose expenditures for nonpartisan study, analysis, and research if such study,
analysis, or research includes a limited “call to action.”



Il. STATUTORY MANDATE AND STUDY METHODOLOGY
A. Statutory Mandate for Study

Section 3802 of the IRS Reform Act requires the Joint Committee and the Department of
the Treasury to conduct separate studies of the scope and use of provisions regarding taxpayer
confidentiality and to report the findings of their separate studies, together with such
recommendations as they deem appropriate, to the Congress not later than January 22, 2000.

Under the IRS Reform Act, the studies are to examine: (1) the present protections for
taxpayer privacy; (2) any need for third parties to use tax return information; (3) whether greater
levels of voluntary compliance may be achieved by allowing the public to know who is legally
required to file tax returns, but does not file tax returns; (4) the interrelationship of the taxpayer
confidentiality provisions in the Code with such provisions in other Federal law, including section
552a of Title 5 of the United States Code (commonly referred to as the “Freedom of Information
Act”); (5) the impact on taxpayer privacy of the sharing of income tax return information for
purposes of enforcement of State and local tax laws other than income tax laws, including the
impact on taxpayer privacy intended to be protected at the Federal, State, and local levels under
the Taxpayer Browsing Protection Act of 1997;® and (6) whether the public interest would be
served by greater disclosure of information relating to tax-exempt organizations described in
section 501 of the Code.

The House and Senate versions of the IRS Reform Act had similar provisions relating to
the study.® The legislative history to both the House bill and the Senate amendment provide that
“a study of the confidentiality provisions will be useful in assisting the Committee in determining
whether improvements can be made to these provisions.”

Neither the House nor Senate bill contained the requirement that the studies address
disclosure of information relating to tax-exempt organizations. This provision was added in
conference. There is no legislative history specific to this provision.

The Report of the National Commission on Restructuring the IRS, which formed the basis
for many provisions in the IRS Reform Act, contains the following statement regarding access to
tax return information:

® Pub. L. No. 105-36.

® The House bill required the Joint Committee to conduct a study relating to items (1)-(3)
described in the text. H.R. Rep. No. 105-364 (1998). The Senate amendment also required the
Treasury Department to conduct a study, and added items (4) and (5). The Senate amendment
provided that the studies should examine whether return information should be disclosed to a
State unless the State has first notified personally in advance each person with respect to whom
information has been requested. This provision was not adopted in conference.
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The Commission heard concerns regarding the scope and use of the provisions
regarding taxpayer confidentiality. In light of the complexity of the issue and the
need to balance a host of conflicting interests, including taxpayer privacy, the need
for third parties to use tax return information, and the ability to achieve greater
levels of voluntary compliance by allowing the public to know who does not file
tax returns, Congress should study these rules.*

B. Joint Committee Staff Methodology for Study

To satisfy its legislative mandate, the Joint Committee staff undertook an extensive study
and review of the laws relating to disclosure of returns and return information, including Code
sections 6103, 6104, 6110, and related sections, the Freedom of Information Act, and the
Taxpayer Browsing Protection Act of 1997.

To assist in its study, the Joint Committee staff requested that the GAO review: (1) which
Federal, State, and local agencies receive returns and return information from the IRS; (2) the type
of information they receive; (3) how those agencies use returns and return information; (4) what
policies and procedures the agencies are required to follow to safeguard returns and return
information; (5) how frequently IRS monitors agencies' adherence to the safeguarding
requirements; and (6) the results of the IRS most recent monitoring efforts.

The Joint Committee staff also requested that the GAO determine: (1) which State and
local governments are operating programs to publicly disclose the names of taxpayers that do not
file tax returns or are delinquent in paying the income taxes they owe; (2) the differences, if any,
among these programs; and (3) the State and local revenue office officials’ views on whether their
disclosure programs are improving compliance.

The GAO reviewed IRS data, conducted surveys of Federal and selected State and local
agencies receiving taxpayer data, and interviewed State and local revenue office officials. The
GAO included the results of its review in two reports prepared for the Joint Committee staff and
provided™ the survey responses to the Joint Committee staff.

19 Report of the National Commission on Restructuring the Internal Revenue Service, A
Vision for a New IRS, 49 (June 25, 1997). The Commission also recommended that media
requests to the IRS under the FOIA be given priority for processing and appeals. The
Commission recommended that this expedited process mirror the process established by the
Department of Justice, which, according to the Commission, provides expedited processing for
requests that promote public accountability, particularly when the information sought involves
possible questions about the government’s integrity which affect public confidence. Id.

1 These reports may be found in Volume 111 of this study.
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At the request of the Joint Committee staff, the IRS Office of Chief Counsel provided
summaries of unauthorized disclosure cases in which the Government settled or lost the case for
an amount exceeding $25,000. At the request of the Joint Committee staff, the Office of the
Treasury Inspector General For Tax Administration (“TIGTA”) provided statistics regarding
alleged violations of the Taxpayer Browsing Protection Act of 1997.

The Joint Committee staff met with and orally consulted representatives of various IRS
functions and TIGTA regarding the operation of sections 6103, 6104, and 6110. Representatives
of the private sector and other governmental agencies (both Federal and State) provided the Joint
Committee staff with oral comments.

The Joint Committee staff requested data and certain other information from the IRS,
including data regarding tax-exempt organizations, information on returns and return information
safeguard reviews, and information regarding response time to FOIA requests.

On August 17, 1999, the Joint Committee staff issued a press release asking interested
parties to submit written comments and recommendations on issues relevant to the confidentiality
of tax returns and return information. Specifically, the Joint Committee staff invited comments
with respect to the following matters:

1) the adequacy of present-law protections governing taxpayer privacy;

2 the need, if any, for third parties, including those presently
authorized under the Code, to use tax return information;

3) whether greater levels of voluntary compliance can be achieved by
allowing the public to know who is legally required to file tax
returns but does not do so;

4) the interrelationship of the taxpayer confidentiality provisions in the
Internal Revenue Code with the Freedom of Information Act, the
Privacy Act, and section 6110 of the Code;

(5) the impact on taxpayer privacy of sharing returns and return
information for the purposes of enforcing State and local tax laws
(other than income tax laws), including the impact on taxpayer
privacy intended to be protected at the Federal, State, and local
levels under the Taxpayer Browsing Protection Act of 1997; and

(6) the extent to which the current disclosure provisions provide
taxpayers, exempt organizations, and tax practitioners with
sufficient guidance.

The Joint Committee staff also invited comments on disclosure of information relating to

tax-exempt organizations described in section 501 of the Code. Specifically, the Joint Committee
staff invited comments with respect to the following matters:
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1) whether the public interest would be served by greater disclosure of
information with respect to organizations exempt from tax under
section 501, and

2 the extent to which the present-law disclosure provisions relating to
such organizations assure accountability of such organizations to the
public, the Internal Revenue Service, and other agencies that
provide oversight.

Interested parties were requested to submit comments in writing to the Joint Committee on
Taxation by October 1, 1999. The Joint Committee staff received written submissions from more
than 50 commentators and received more than 10 written submissions relating specifically to tax-
exempt organizations.* In addition, Joint Committee staff met with representatives of certain of
the taxpayer groups and organizations with respect to their written comments.

C. Scope of the Study

In conducting its study, the Joint Committee staff analyzed the present-law disclosure rules
regarding tax-exempt organizations to determine whether there are specific issues under present
law, such as improvements in the quality of information reported on Form 990, that should be
addressed. In addition, the Joint Committee staff undertook a broader analysis of the policies
underlying the disclosure rules to determine whether, in general, returns and return information of
tax-exempt organizations should be subject to increased disclosure and whether different
principles regarding disclosure should apply to such organizations than to other taxpayers.

The Joint Committee staff also addressed the issue of whether the study should relate to
all, or only certain types of, tax-exempt organizations. The statutory mandate requires the Joint
Committee to study organizations exempt from tax under section 501. There are certain
organizations that are exempt from tax under other sections of the Code, such as certain farmer’s
cooperatives described in section 521. Because the statutory mandate does not address
organizations exempt from tax under sections of the Code other than section 501(c), the Joint
Committee staff generally did not include such organizations in its study. However, such
organizations were included in the study to the extent there is an interrelationship with such
organizations and organizations exempt from tax under section 501.

In general, the Joint Committee staff study encompasses all organizations exempt from tax
under section 501. There are two exceptions to this rule in the case of organizations that present
unique issues.

2 The comments relating to the general disclosure provisions are summarized in
Appendix D of Volume I. The comments relating to tax-exempt organizations are summarized
in Appendix C of this Volume. All comments are reproduced in full in Volume Il of this study.
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First, the Joint Committee staff study does not address disclosure rules relating to
churches. Churches have historically been treated differently than other types of tax-exempt
organizations. Under present law, churches generally have not been required to make any
disclosures to the IRS or to the public in general.** Furthermore, requiring disclosure by churches
may raise Constitutional issues regarding the separation of church and state that do not arise with
respect to other types of tax-exempt organizations. Because the issues relating to churches are
unique, the Joint Committee staff believes these issues would need to be separately studied before
any recommendations could be made.

Second, the Joint Committee staff study does not address disclosure rules relating to tax-
exempt pension trusts described in section 401(a) and exempt from tax under section 501(a).
Such trusts are subject to a comprehensive statutory regime not applicable to tax-exempt
organizations generally, including special filing and disclosure requirements. As is the case with

churches, these issues would need to be separately studied before any recommendations could be
made.

3 Churches are treated differently than other tax-exempt organizations in other areas, as
well. For example, special audit procedures apply to churches under section 7611. The
legislative history to these rules notes the “special problems, including problems of separation of
church and state and the special relationship of a church to its members that arise when the

Internal Revenue Service (or any governmental agency) examines the records of a church.” S.
Rep. No. 98-169, Vol. |, at 873 (1984).
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I11. PRESENT LAW AND BACKGROUND RELATING TO
TAX-EXEMPT ORGANIZATIONS

A. Summary of Present-Law Rules for Tax-Exempt Organizations
1. Overview of types of tax-exempt organizations

Present-law section 501(c) describes twenty-seven different categories of nonprofit
organizations that generally are exempt from Federal income tax under section 501(a).** The most
commonly known types of tax-exempt organizations are charitable, educational, religious, and
other organizations described in section 501(c)(3), which generally are referred to as “charitable
organizations.” In addition to section 501(c)(3) organizations, certain noncharitable organizations
qualify for exemption from Federal income taxation. Like section 501(c)(3) organizations, these
other organizations must satisfy specific requirements related to certain defined exempt purposes
in order to qualify for tax exemption. The noncharitable organizations described in section 501(c)
are:

. instrumentalities of the United States (section 501(c)(1));

. title and real property holding companies (section 501(c)(2));

. social welfare organizations (section 501(c)(4));

. labor, agricultural, or horticultural organizations (section 501(c)(5));

. trade associations (section 501(c)(6));

. social clubs (section 501(c)(7));

. fraternal benefit societies (section 501(c)(8));

. voluntary employees’ beneficiary associations (section 501(c)(9));

. domestic fraternal organizations (section 501(c)(10));

. teachers’ retirement fund associations (section 501(c)(11));

. benevolent life insurance associations, mutual ditch or irrigation companies,
mutual or cooperative telephone companies, or like organizations (section
501(c)(12));

. cemetery companies (section 501(c)(13));

. nonprofit credit unions (section 501(c)(14));

. certain insurance companies or associations (section 501(c)(15));

. crop-financing corporations (section 501(c)(16));

. supplemental unemployment compensation trusts (section 501(c)(17));

. employee-funded pension trusts (section 501(c)(18));

. U.S. armed forces posts or organizations (section 501(c)(19));

4 Qualified pension trusts described in section 401(a) are also exempt from tax under
section 501(a). Other Code sections provide limited tax-exempt status for other types of
organizations, such as certain cooperatives (sec. 521) and political organizations (sec. 527). As
described in Part 1., above, such organizations generally are not within the scope of this study.
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. qualified group legal services plans (section 501(c)(20));*

. black lung trusts (section 501(c)(21));

. multiemployer plan trusts (section 501(c)(22));

. armed forces insurance associations (section 501(c)(23));

. trusts described in ERISA section 4049 (section 501(c)(24));

. title-holding corporations or trusts (section 501(c)(25));

. State-sponsored high-risk health insurance pools (section 501(c)(26)); and
. State-sponsored workers’ compensation organizations (section 501(c)(27)).

To qualify as a tax-exempt organization described in section 501(c)(3), an organization
must be organized and operated exclusively for religious, charitable, scientific, testing for public
safety, literary, or educational purposes, to foster international amateur sports competition, or for
the prevention of cruelty to children or animals. No part of the net earnings of such an
organization may inure to the benefit of any private shareholder or individual.*’ In addition, no
substantial part of the activities of a section 501(c)(3) organization may consist of carrying on
propaganda or otherwise attempting to influence legislation, and such an organization may not
participate in, or intervene in, any political campaign on behalf of (or in opposition to) any
candidate for public office.

A section 501(c)(3) organization must operate primarily in pursuance of one or more tax
exempt purposes constituting the basis of its tax exemption.*® Failure to do so may result in loss
of tax exemption or imposition of excise taxes depending on the type and severity of the violation.
In order to qualify for recognition of tax exemption as an organization described in section
501(c)(3) that operates primarily for an exempt purpose, the organization must satisfy the
following operational requirements: (1) the organization may not be operated primarily to
conduct an unrelated trade or business;* (2) the net earnings of the organization may not inure to

> The tax exemption for qualified group legal services plans expired for taxable years
beginning after June 30, 1992. Sec. 120(c).

16 “ERISA” refers to the Employee Retirement Income Security Act of 1974, as
amended.

7 This "private inurement" rule also applies to certain other tax-exempt entities (i.e., sec.
501(c)(4) social welfare organizations and sec. 501(c)(6) trade associations).

1 Treas. reg. sec. 1.501(c)(3)-1(c)(1).

% Treas. reg. sec. 1.501(c)-1(e)(1). Conducting a certain level of unrelated trade or
business activity will not jeopardize tax-exempt status; however, too much of such activity will
result in loss of tax-exempt status. There are no clear arithmetic standards for determining how
much unrelated activity an organization may conduct without jeopardizing its tax-exempt status.
Rather, the determination is made based on a series of facts and circumstances determinations.
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the benefit of any person in a position to influence the activities of the organization;? (3) the
organization must operate to provide a public benefit, not a private benefit;** (4) the organization
may not engage in substantial legislative lobbying;?? and (5) the organization may not participate
or intervene in any political campaign.?

In general, section 501(c)(3) organizations are characterized as either private foundations
or public charities. Private foundations are organizations that primarily are supported by a small
number of contributors and that do not receive substantial support from the public. All other
section 501(c)(3) organizations are characterized as public charities. Private foundations are
subject to restrictions not applicable to public charities, including: (1) prohibitions on certain
transactions with “disqualified persons”;* (2) minimum annual payout requirements;? (3)

% Violations of the “private inurement” prohibition may result in the imposition of excise
taxes (commonly referred to as “intermediate sanctions”) on certain persons who engage in
“excess benefit transactions” with section 501(c)(3) or section 501(c)(4) organizations (other
than private foundations), and on organization managers who knowingly approve such
transactions. Sec. 4958. In particularly severe cases of private inurement, the IRS may revoke an
organization’s tax exemption in addition to imposing intermediate sanctions.

2l Treas. reg. sec. 1.501(c)-1(d)(2)(ii). The regulations provide that “it is necessary for an
organization to establish that it is not organized or operated for the benefit of private interests
such as designated individuals, the creator or his family, shareholders of the organization, or
persons controlled, directly or indirectly, by such private interests.” Id. Private benefit is
permissible if it constitutes merely an “insubstantial part” of an organization’s total activities in
light of all the facts and circumstances of a particular case. Excessive private benefit will result
in loss of an organization’s tax-exempt status.

2 Treas. reg. sec. 1.501(c)(3)-1(c)(3). Violation of this limitation may subject a section
501(c)(3) organization to excise taxes and/or loss of tax-exempt status. See Part VI.E. below.

2 The political activities prohibition for section 501(c)(3) organizations is absolute.
Thus, it is not necessary for such activities to constitute a substantial part of an organization’s
activities before the organization’s tax exemption will be in jeopardy. The Code provides three
penalties that may be applied either as alternatives to revocation of tax exemption or in addition
to loss of tax-exempt status: an excise tax (sec. 4955), termination assessment of all taxes due
(sec. 6852(a)(1)), and an injunction against further political expenditures (sec. 7409).

# Disqualified persons include trustees, directors, officers, substantial contributors to the
foundation, and certain family members of the above (sec. 4946(a)).

# Private foundations are required to pay out each year, for charitable purposes, an
amount equal to 5 percent of net investment assets (sec. 4942(d)).
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limitations on the ownership of business interests;?® (4) restrictions on investments;?” and (5)
prohibitions on the expenditure of funds for certain purposes, including lobbying, political
activities,? grants to individuals (without prior IRS approval), grants to organizations other than
public charities unless special procedures are followed, and expenditures for noncharitable
purposes.” Private foundations also are subject to a tax on their net investment income.*

2. Tax-exempt organization data

As of October 31, 1999, there were over 1.3 million organizations exempt from taxation
under section 501(a) and described in section 501(c) that had received recognition of their tax-
exempt status from the IRS.** Somewhat more than half of those organizations, or 776,557, are
charitable, educational, religious, and other organizations described in section 501(c)(3).** Of the
organizations described in section 501(c)(3) as of October 31, 1999, approximately 90 percent are
public charities.®

%A private foundation generally may not hold more than 20 percent ownership in a
business (sec. 4943).

21 Sec. 4944.

%8 As noted above, public charities also may not engage in political activities. Unlike
private foundations, however, they may engage in lobbying so long as it is not a substantial part
of the organization’s activities.

2 Sec. 4945.
%0 Sec. 4940.

1 The source of this data is the IRS Exempt Organizations/Business Master File,
Table 3. The data regarding tax-exempt organizations provided in this section and elsewhere in
this volume of the study were assembled by the IRS for a variety of purposes. Different data
were subject to different levels of quality review by the IRS; consequently, the accuracy of the
numbers provided may vary. Unless otherwise noted, the data provided includes only those
organizations that have received recognition of their tax-exempt status from the IRS. Thus, the
data does not include organizations, such as churches, that are not required to seek recognition of
tax-exempt status from the IRS.

% 1d.
% 1d.
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Between 1996 and 1999, the total number of organizations described in section 501(c) rose
by between 40,900 and 44,000 annually.** The number of organizations described in section
501(c)(3) also grew steadily during the same period by roughly 40,000 per year.*® Table 1, below,
shows a breakdown of the number of organizations described in each subparagraph of section
501(c), as of October 31, 1999:

¥ 1d.

®1d.
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Table 1.--Number of Tax-exempt Organizations by Category

Category of Organization Number of Organizations

Instrumentalities of the United States (sec. 501(c)(1)) 19
Title and real property holding companies (sec. 501(c)(2)) 7,032
Charitable organizations (sec. 501(c)(3)) 776,557
Social welfare organizations (sec. 501(c)(4)) 138,998
Labor, agricultural, or horticultural organizations (sec. 501(c)(5)) 63,708
Trade associations (sec. 501(c)(6)) 81,489
Social clubs (sec. 501(c)(7)) 67,001
Fraternal benefit societies (sec. 501(c)(8)) 84,051
Voluntary employees’ beneficiary associations (sec. 501(c)(9)) 13,848
Domestic fraternal organizations (sec. 501(c)(10)) 23,227
Teachers’ retirement fund associations (sec. 501(c)(11)) 14
Benevolent life insurance associations, mutual ditch or irrigation companies, 6,461
mutual or cooperative telephone companies, or like organizations (sec.

501(c)(12))

Cemetery companies (sec. 501(c)(13)) 9,978
Nonprofit credit unions (sec. 501(c)(14)) 4,402
Certain insurance companies or associations (sec. 501(c)(15)) 1,298
Crop-financing corporations (501(c)(16)) 23
Supplemental unemployment compensation trusts (sec. 501(c)(17)) 515
Employee-funded pension trusts (sec. 501(c)(18)) 2
U.S. armed forces posts or organizations (sec. 501(c)(19)) 35,499
Black lung trusts (sec. 501(c)(21)) 28
Multiemployer plan trusts (sec. 501(c)(22)) 0
Armed forces insurance associations (sec. 501(c)(23)) 2
Trusts described in ERISA section 4049 (sec. 501(c)(24)) 1
Title-holding corporations or trusts (sec. 501(c)(25)) 1,102
State-sponsored high-risk health insurance pools (sec. 501(c)(26)) 8
State-sponsored workers’ compensation organizations (sec. 501(c)(27)) 5

Source: IRS Exempt Organizations/Business Master File Table 3
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As of September 30, 1999, organizations described in section 501(c) had gross receipts of
over $880 billion and held over $1.3 trillion in total assets. Table 2 provides the assets, revenue,
and contributions of public charities and private foundations for the most recent three years for
which data are available.

Table 2.--Assets, Revenue, and Contributions of Public Charities and Private Foundations

1996 1995 1994
Public Charities
Assets $1,293,439,206,000 $1,143,078,681,000 $993,381,198,000
Revenue 704,345,604,000 663,370,552,000 589,074,858,000
Contributions 137,685,626,000 127,742,791,000 110,723,646,000
Private Foundations
Assets $260,049,771,000 $218,709,157,000 $190,639,805,000
Revenue 50,099,098,000 32,801,476,000 90,384,567,000
Contributions 21,043,236,000 9,533,980,000 11,953,058,000

Source: IRS Statistics of Income samples of returns posted for tax periods December 1996 - November
1997, December 1995 - November 1996, and December 1994 - November 1995.

3. Federal tax rules applicable to tax-exempt organizations®

In general

The Federal income tax benefits available to tax-exempt organizations depend, in part, on
the nature of the organization. In general, tax-exempt organizations are not subject to Federal
income tax on dues and contributions they receive from their members, or on other income from
activities that are substantially related to the purpose of their tax exemption. Tax-exempt
organizations generally are not subject to Federal income tax on their investment income,
although this rule does not apply to certain organizations (e.g., social clubs described in section
501(c)(7) and political organizations described in section 527), which must pay Federal income
tax on their investment income. Contributions to organizations described in section 501(c)(3)
generally are tax deductible. Tax-exempt organizations described in section 501(c)(3) also may
utilize tax-exempt financing.

% In addition to qualifying for favorable tax treatment under Federal law, section
501(c)(3) organizations and certain other organizations may qualify for exemption under State
and local taxes. Section 501(c)(3) organizations qualify for preferential postal rates and, in
certain cases, are exempt from some Federal excise taxes (e.g., taxes on highway fuels used by
section 501(c)(3) school buses).
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Unrelated business income tax

Tax-exempt organizations are subject to the unrelated business income tax ("UBIT") on
income derived from a trade or business regularly carried on by the organization that is not
substantially related to the performance of the organization's tax-exempt functions.®” The UBIT
applies to all organizations that are tax exempt under section 501(a) (other than certain U.S.
instrumentalities created and made tax exempt by a specific Act of Congress).*® Certain income,
however, is exempt specifically from the UBIT, such as dividends, interest, royalties, and certain
rents, unless derived from debt-financed property or from certain 50-percent controlled
subsidiaries.*® Other exemptions from the UBIT are provided for activities in which substantially
all the work is performed by volunteers, for income from the sale of donated goods, and for
certain activities carried on for the convenience of members, students, patients, officers, or
employees of a charitable organization.** In addition, special UBIT provisions exempt from tax
certain activities of trade shows and State fairs, income from bingo games, and income from the
distribution of certain low-cost items incidental to the solicitation of charitable contributions.*

Deductibility of contributions

Contributions to organizations described in section 501(c)(3) generally are deductible as
an itemized deduction from Federal income taxes.”> Such contributions are also generally

%" Secs. 511-514. Tax-exempt organizations are taxed on their unrelated business taxable
income at the regular corporate tax rates (sec. 511(a)). Charitable and other generally tax-exempt
trusts are subject to tax on their unrelated business taxable income under the rates generally
applicable to taxable trusts (sec. 511(b)).

% Sec. 511(a)(2).

¥ Sec. 512(b). In the case of social clubs (sec. 501(c)(7)) and voluntary employees’
beneficiary associations (sec. 501(c)(9)), the UBIT applies to all income of the organization other
than certain "exempt function income," such as membership dues and fees. A principal effect of
this rule is to subject the investment income of the social club or voluntary employees’
beneficiary association to the UBIT, unless such investment income is set aside to be used for an
exempt purpose (sec. 512(a)(3)).

%0 Sec. 513(a).
4 Secs. 513(d), (f), and (h).

%2 Sec. 170. Certain contributions made to war veterans organizations, domestic fraternal
societies, and member-owned cemetery companies also are deductible as charitable contributions
under section 170.
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deductible for estate and gift tax purposes.”* However, public charities enjoy certain advantages
over private foundations regarding the deductibility of contributions.** For example, contributions
of appreciated capital gain property to a private foundation generally are deductible only to the
extent of the donor’s cost basis. In contrast, contributions to public charities generally are
deductible in an amount equal to the property’s fair market value, except for gifts of inventory and
other ordinary income property, short-term capital gain property, and tangible personal property,
the use of which is unrelated to the donee organizations’ exempt purpose.*

Total deductible contributions to public charities and private foundations by individuals of
cash and appreciated property may not exceed 50 percent of the donor’s “contribution base,”
which is typically the donor’s adjusted gross income for a taxable year. To the extent that a
taxpayer has not exceeded this 50-percent limitation, contributions of cash to private foundations
generally may be deducted up to 30 percent of the donor’s contribution base. Deductible gifts of
appreciated property (e.g., an art collection that has increased in value) to public charities are
limited to 30 percent of the donor’s contribution base. Donations of appreciated property to
private foundations cannot exceed 20 percent of the donor’s contribution base.

Tax-exempt financing

Section 501(c)(3) organizations have access to tax-exempt financing through State or local
governments. Interest on State or local government bonds is tax exempt when the proceeds are
used to finance activities of those governmental units or the bonds are repaid with governmental
funds (e.g., taxes). State and local governments also may act as conduits to provide tax-exempt
financing for limited activities conducted and paid for by nongovernmental entities or individuals.
One permitted type of such private activity conduit financing is for the exempt activities of section
501(c)(3) organizations. This exception does not include financing for unrelated business
activities of such organizations.

43 Secs. 2055 and 2522.

* Some public charities, such as hospitals and certain educational organizations, are
supported primarily by fees or program revenues and only secondarily by contributions from the
general public.

A special rule in section 170(e)(5) provides that taxpayers are allowed a deduction
equal to the fair market value of certain contributions of appreciated, publicly-traded stock
contributed to a private foundation.
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4. Recognition of tax-exempt status

In general

Before enactment of the Tax Reform Act of 1969 (the “1969 Act”), organizations seeking
recognition of tax exemption under section 501(a) generally were not required to obtain IRS
approval of their tax-exempt status. As part of the 1969 Act, Congress required that section
501(c)(3) organizations (with certain exceptions) notify the IRS of their tax-exempt status by
filing an application for recognition of tax-exempt status. The IRS recognizes the tax-exempt
status of an organization by issuing a determination letter or ruling in response to the
organization’s notification that it is seeking recognition of exempt status.*® Certain section
501(c)(3) organizations are not required to seek recognition of tax-exempt status but may elect to
do so. These organizations include churches, certain church-related organizations, organizations
(other than private foundations) the gross receipts of which in each taxable year are normally not
more than $5,000, subordinate organizations (other than private foundations) to another tax-
exempt organization that are covered by a group exemption letter, and for certain purposes only,
section 4947(a)(1) trusts, which were organized before October 9, 1969.%

Section 501(c)(9) voluntary employees’ beneficiary associations and section 501(c)(17)
employee supplemental unemployment compensation benefit trusts also must apply to the IRS for
recognition of tax-exempt status.*®

Other organizations described in section 501(c) are not subject to the Code’s mandatory
notice requirements and, therefore, are not required to notify the IRS that they are seeking
recognition of their tax-exempt status. Such organizations may voluntarily file exemption
applications in order to establish their qualifications for tax exemption with the IRS.*

“® Internal Revenue Manual 7751, Exempt Organizations Handbook, sec. 111.

4" Sec. 508(c); Treas. reg. sec. 1.508-1(a)(3). As of September 31, 1999, there were
105,891 churches that had voluntarily filed an exemption application and had been been granted
tax-exempt status under section 501(c)(3). The IRS estimates that there are several hundred
thousand churches that have not requested determination letters from the IRS. IRS Exempt
Organizations/Business Master File, Table 3.

%8 Sec. 505(c).
* Internal Revenue Manual 7751, Exempt Organizations Handbook, sec. 111.
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Data on exemption applications

Table 3 shows data regarding the total number of applications for tax-exempt status under
section 501(c) approved, denied, or not approved by the IRS because of the withdrawal of the
application or the failure to furnish required information for fiscal years 1997-1999.

Table 3.--Number of Applications for Tax Exemption Under Section 501(c)

Failure to Furnish
Required
Fiscal Year Approved Denied Information Withdrawn
1999 58,138 470 9,184 1,241
1998 56,961 426 12,491 1,297
1997 52,757 299 13,990 1,356

Source: IRS EP/EO Application Control System, Table 4

Application process

Organizations described in section 501(c)(3) file Form 1023 (Application for Recognition
of Exemption Under Section 501(c)(3) of the Internal Revenue Code) with the IRS in order to
apply for recognition of tax-exempt status.® A favorable determination by the IRS will be
retroactive to the date that the section 501(c)(3) organization was created if it files a completed
Form 1023 within 15 months from the end of the month it was formed.** If the organization files
no Form 1023 or files a late notice, it will not be treated as tax exempt under section 501(c)(3) for
any period prior to the filing of an application for recognition of tax exemption.>® Contributions
to section 501(c)(3) organizations that are subject to the requirement that they must notify the IRS
of their tax-exempt status are not deductible from income, gift, or estate tax until the organization
receives a determination letter from the IRS.%

%0 A copy of this form is included in Appendix B.

1 Pursuant to Treas. Reg. sec. 301.9100-2(a)(2)(iv), organizations are allowed an
automatic 12-month extension as long as the application for recognition of tax exemption is filed
within the extended, i.e., 27-month period. The IRS also may grant an extension beyond the 27-
month period if the organization is able to establish that it acted reasonably and in good faith and
that granting relief will not prejudice the interests of the government. Treas. Reg. secs.
301.9100-1 and 301.9100-3.

%2 Treas. reg. sec. 1.508-1(a)(1).
5 Sec. 508(d)(2)(B).
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Organizations described in paragraphs of section 501(c) other than section 501(c)(3)
generally file Form 1024 (Application for Recognition of Exemption Under Section 501(a)).>
Because section 501(c) organizations other than those described in sections 501(c)(3), 501(c)(9),
and 501(c)(17) are not required to obtain recognition from the IRS of their tax-exempt status,
there is no specific time requirement for such organizations to file Form 1024, and such
organizations are presumed to be tax-exempt from the date of their formation.

Information required on Forms 1023 and 1024 includes: (1) information about previously
filed Federal income tax and exempt organization returns; (2) a statement of receipts and
expenditures for the current year and the three preceding years (or for the number of years of the
organization’s existence, if less than four years); (3) a balance sheet for the current year; (4) a
statement of actual and proposed activities; (5) a description of anticipated receipts and
contemplated expenditures; (6) a copy of the articles of incorporation, trust document, or other
organizational or enabling document; and (7) organization bylaws (if any).

A determination letter issued by the IRS will state that the application for recognition of
tax exemption and supporting documents establish that the organization submitting the
application meets the requirements of the particular exemption category that it claimed. An
organization that has received a favorable tax-exemption determination from the IRS generally
may continue to rely on the determination as long as “there are no substantial changes in the
organization’s character, purposes or methods of operation.”

According to the IRS, approximately 70-75 percent of determination letter applications are
approved annually. Fewer than one percent of the determination letter applications received are
denied tax-exempt status each year. On average, the IRS processes determination letter
applications that are merit screened in approximately 37 days, applications that are assigned for
Key District Office review in approximately 90 days, and applications that are forwarded to the
IRS National Office in 190 days.

Screening for merit closures is a technical screening of determination letter requests by
inspecting the applications for the purpose of identifying and quickly approving applications from
those types of organizations that have historically high levels of compliance with the Code and
regulations. During fiscal year 1995, 19 percent of all applications were closed after merit
screening; in fiscal year 1996, 22 percent were so closed.

Pursuant to an IRS Field Directive dated January 21, 1999, if a determination letter
application has been pending for 270 days or more, the taxpayer has the right to request a
conference with the head of the appropriate division (i.e., the District Director, if the case is in the

> A copy of this form is included in Appendix B.
 Treas. reg. sec. 1.501(a)-1(a)(2).
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District Office, or the Assistant Commissioner, if the case is in the IRS National Office) to discuss
the status of the application.

An organization can request that the IRS expedite a determination letter application.
Under the Internal Revenue Manual, requests for expedited treatment must be made in writing and
contain a compelling reason why a case should be worked ahead of its normal date order. In
general, expedited treatment is granted in the following circumstances: (1) when a grant to the
applicant is pending and the failure to secure the grant may have an adverse impact on the
organization’s ability to continue operations; (2) when the purpose of the newly created
organization is to provide disaster relief to victims of emergencies such as flood and hurricane; (3)
when there have been undue delays in issuing a determination letter caused by problems within
the IRS; and (4) in any other situation where the Division Chief or his or her delegate feels
expedited service is warranted.

A ruling or determination letter my be revoked or modified by (1) notice from the IRS to
the organization to which the ruling or determination letter was originally issued;® (2) enactment
of legislation or ratification of a tax treaty; (3) a decision of the United States Supreme Court; (4)
issuance of temporary or final Regulations by the Treasury Department; or (5) issuance of a
revenue ruling, a revenue procedure, or other statement in the Internal Revenue Bulletin.>* An
organization’s tax exemption will not be terminated if it becomes inactive for a time but does not
cease being a legal entity under the laws of the State in which it is organized.*®

Upon revocation or change in the exempt classification of an organization (e.g., from
public charity to private foundation status), the IRS publishes an announcement of such
revocation or change in the Internal Revenue Bulletin.*®* Contributions made to organizations by

% In fiscal year 1999, the IRS revoked the tax-exempt status of 97 organizations, of
which 20 were organizations described in section 501(c)(3). In fiscal year 1998, the IRS also
revoked the tax-exempt status of 97 organizations, of which 38 were organizations described in
section 501(c)(3). In fiscal year 1997, the IRS revoked the tax-exempt status of 89 organizations,
of which 17 were organizations described in section 501(c)(3). IRS Audit Information
Management System, Tables 41 and 42.

°" Rev. Proc. 90-27, 1990-1 C.B. 514; IRS Pub. No. 557 at 4.

%8 An inactive organization, however, is required to file an annual information return
unless it is covered by one of the exceptions to the filing requirements described below. IRS
Pub. No. 557 at 11.

% Rev. Proc. 82-39, 1982-2 C.B. 759.
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donors who are unaware of the revocation or change in status will ordinarily be deductible if made
on or before the date of publication of the announcement.®
5. Annual filing requirements for tax-exempt organizations

Tax-exempt organizations generally are required to file an annual information return with
the IRS. An organization that has not received a determination of its tax-exempt status, but that
claims tax-exempt status under section 501(a), is subject to the same annual reporting
requirements and exceptions as organizations that have received a tax-exemption determination.

Most tax-exempt organizations are required to file annually Form 990 (Return of
Organization Exempt From Income Tax).** Section 501(c)(3) organizations that are classified as
public charities must file Form 990 and an additional form, Schedule A, which requests
information specific to section 501(c)(3) organizations. An organization that is required to file
Form 990, but that has gross receipts of less than $100,000 during its taxable year, and total assets
of less than $250,000 at the end of its taxable year, may file Form 990-EZ instead of Form 990.
Private foundations are required to file Form 990-PF rather than Form 990.%

On the applicable annual information return, organizations are required to report their
gross income, information on their finances, functional expenses, compensation, activities, and
other information required by the IRS in order to review the organization’s activities and
operations during the previous taxable year and to review whether the organization continues to
meet the statutory requirements for exemption. Specific examples of the information required by
Form 990 include the following:

1) Statement of program accomplishments (Part I11).

®1d.

51 A copy of this form is included in Appendix B. Certain organizations file special
forms. For example, black lung trusts described in section 501(c)(21) file form 990-BL.

52" A copy of this form is included in Appendix B.

% Form 990-PF requires, among other things: information about the foundation’s gross
income for the year; information about expenses attributable to such income; information about
disbursements for exempt purposes; information about total contributions and gifts received, and
the names of all substantial contributors; names, addresses, and compensation of officers and
directors; an itemized statement of securities and other assets held at the close of the year; an
itemized statement of all grants made or approved; and information about whether the
organization has complied with the restrictions applicable to private foundations (secs. 4941-
4945).
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)

©)

Description of the relationship of the organization’s activities to the accomplishment of
the organization’s exempt purposes (Part VIII).

Payments to individuals including the following:

(a)

(b)

(©

(d)

()

()

Compensation to officers and directors: Part V requires disclosure of all
compensation paid to officers, directors, trustees, and key employees. If any
officer, director, trustee, or key employee received aggregate compensation of
more than $100,000 from the organization and any related organizations, of which
more than $10,000 was provided by a related organization, a schedule must be
attached listing the names of each such individual receiving such compensation,
the name of each related organization that provided the compensation and the
amount each provided. Compensation for these purposes includes not only salary,
but also fees, bonuses and severance payments, all forms of deferred
compensation, as well as both taxable and non-taxable fringe benefits.

Highly compensated employees: Part | of Schedule A requires disclosure of
compensation information on the five most highly paid employees, other than
individuals covered above, who receive compensation in excess of $50,000.

Highly compensated contractors: Part Il of Schedule A requires disclosure of
compensation information on the five most highly paid independent contractors
(whether individuals or firms) who receive compensation in excess of $50,000 for
professional services.

Insider transactions: Schedule A, Part 111, Question 2 requires information relating
to whether the organization, either directly or indirectly, engaged in any of the
following acts with any of its trustees, directors, officers, creators, key employees,
or members of their families, or with any taxable organization with which any such
person is affiliated as an officer, director, trustee, majority owner or principal
beneficiary: (i) sale, exchange or leasing of property; (ii) lending of money or other
extension of credit; (iii) furnishing of goods, services or facilities; (iv) payment of
compensation for payment or reimbursement of expenses of more than $1,000; or
(v) transfer of any part of its income or assets.

Grants and allocations: Line 22 of Form 990 requires, in addition to other
information, a schedule listing the name of each donee that received a grant or
award and, in the case of grants to individuals, the relationship of the donee to an
officer, director, trustee, or key employee.

Loans to officers, directors, trustees, and key employees: Line 50 of Form 990
requires a schedule listing each loan or advance made to officers, directors,
trustees, or key employees, including the amount of the loan, the balance due, the
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(4)

repayment terms, the interest rate, the security provided by the borrower and the
purpose of the loan.

Disclosure of certain activities including the following:

(@)

(b)

(©)

(d)

Expenses of conferences and conventions: Lines 39 and 40 of Form 990 require
the disclosure of total expenses incurred by the organization for travel, meals and
lodging, and in conducting meetings related to its activities.

Political expenditures: Line 81a of Form 990 requires the disclosure of the amount
of expenditures, direct or indirect, intended to influence the selection, election, or
appointment of anyone to political office.

Public inspection: Line 83a of Form 990 requires the disclosure of whether the
organization complied with the public inspection requirements for returns and
exemption applications.

Lobbying activities: Schedule A, Parts VI-A and VI-B requires public charities to
quantify their attempts to influence national, state, or local legislation.

Any organization that is subject to UBIT and that has $1,000 or more of gross unrelated
business taxable income must file Form 990-T. An organization described in section 501(c) must
file Form 1120-POL for any year in which it has net investment income and expends any amount
to influence the selection, nomination, election or appointment of any individual to office, unless
either the amount of such expenditures or the organization’s net investment income does not
exceed $100 for the taxable year. Public charities that make the section 501(h) lobbying election
and that incur tax for excess lobbying expenditures must also file Form 4720.%* Tax-exempt
organizations generally must file reports and returns applicable to taxable entities with respect to
Social Security taxes and (with the exception of section 501(c)(3) organizations) Federal
unemployment taxes.

% The lobbying rules applicable to public charities and the section 501(h) lobbying
election are discussed in Part VI.E., below.
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Table 4, below, provides the number of Forms 990, Forms 990-EZ, Forms 990-PF, Forms

4720, and Forms 1120-POL filed in calendar years 1996, 1997, 1998.

Table 4.--Returns Filed for Tax-Exempt Organizations

Returns Filed 1998 1997 1996
Form 990 287,627 320,130% 281,864
Form 990-EZ 124,076 124,551 118,271
Form 990-PF 61,185 54,418 52,214
Form 990-T 39,932 39,653 38,356
Form 4720 1,321 1,142 994
Form 1120-POL 5,649 6,006 4,363

Source: IRS Statistics of Income samples of joint returns posted for tax periods December 1996 - November 1997,
December 1995 - November 1996, and December 1994 - November 1995.

The requirement of filing an annual information return does not apply to several categories
of tax-exempt organizations. Organizations excepted from the filing requirement include:
churches, their integrated auxiliaries, and conventions or associations of churches; certain
organizations (other than private foundations), the gross receipts of which in each taxable year are
normally not more than $25,000; the exclusively religious activities of any religious order; section
501(c)(1) instrumentalities of the United States; section 501(c)(24) trusts described in ERISA
section 4049; an interchurch organization of local units of a church; certain mission societies; and
certain church-affiliated elementary and high schools.®

The IRS conducts examinations annually of selected returns filed by tax-exempt
organizations. Table 5, below, provides the number of tax-exempt organization return
examinations completed in fiscal years 1997-1999.

% The IRS speculates that the increase in Forms 990 recorded as filed in 1997 may have
resulted from the centralization of Form 990 processing at the IRS Service Center in Ogden,
Ohio.

% Sec. 6033(a)(2)(A); Treas. reg. sec. 1.6033-2(a)(2)(i); Treas. reg. sec. 1.6033-2(g)(1).
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Table 5.--Number of Tax-Exempt Organization Return Examinations Closed
(Excludes Tax-Exempt Bond Returns)

Form FY 1999 FY 1998 FY 1997
Forms 990-PF, 5227, 1041-A, 1120 (Private 209 350 503
Foundations)

Forms 990, 990-EZ (All Other Tax-Exempt 4,170 4,145 4,166
Organizations)

Form 1120-POL 75 107 30
Forms 940, 941, 942, 943, 945 (Employment Tax 2,048 2,845 3,534
Returns)

Forms 990-T (Unrelated Business Income Tax 1,198 1,717 1,702
Returns)

Form 4720 (Certain Excise Taxes Return) 87 50 51
Forms 1040/1120 Adjustments Relating to Exempt 898 925 634

Organization Audits

Source: IRS Audit Information Management System, Tables 20.1 and 20.3.
B. Present-Law Disclosure Rules for Tax-Exempt Organizations
1. Introduction
Three Code sections (sections 6103, 6104, and 6110) and the FOIA govern the disclosure

of information relating to tax-exempt organizations.®” Section 6103 provides a general rule that
tax returns and return information generally are not subject to public disclosure.® Given the

%" The Privacy Act, which was enacted in 1974 to regulate the collection, use,
dissemination, and maintenance of personal information about individuals by Federal agencies,
does not apply to persons other than individuals. Therefore, the Privacy Act is inapplicable to
tax-exempt organizations.

% Sec. 6103(a). A “return” includes any tax or information return, declaration of
estimated tax, or claim for refund required by, or provided for, or permitted under the provisions
of the Code, which is filed with the IRS. Sec. 6103(b)(1). “Return” also includes any
amendment or supplement to the filed return. Sec. 6103(b)(1). “Return information” is defined
broadly to include any data received by, recorded by, prepared by, furnished to, or collected by
the Secretary with respect to a return or with respect to the determination of the existence, or
possible existence, or liability (or the amount thereof) of any person for any tax, penalty, interest,
fine, forfeiture, or other imposition, or offense under the Code. The term “return information”
does not include data in a form which cannot be associated with, or otherwise identify, directly or
indirectly, a particular taxpayer. Sec. 6103(b)(2)(A). Section 6103 is discussed in greater detail
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broad definitions of returns and return information, much tax-exempt organization information
comes within the ambit of section 6103. However, in order to allow the public to scrutinize the
activities of tax-exempt organizations, section 6104 grants an exception to the confidentiality rule
of section 6103 for certain categories of tax-exempt organization documents and information. As
discussed in greater detail below, section 6104 permits the release in unredacted form of approved
applications for tax-exempt status, certain related documents, and annual information returns filed
by tax-exempt organizations. As a general rule, to the extent section 6104 specifically provides
for the disclosure of tax-exempt organization information, other disclosure provisions (sections
6103, 6110, or the FOIA) do not apply.®® If tax-exempt organization information does not come
within the scope of section 6104, other disclosure provisions will govern whether the information
may be disclosed.

Section 6110 provides that written determinations by the IRS and related background file
documents generally are open to public inspection in redacted form. Section 6110 does not apply
to any matter to which section 6104 applies.” As discussed more fully below, IRS regulations
have interpreted this restriction to apply to some written determinations and other documents
relating to tax-exempt organizations that are not subject to disclosure under section 6104. Thus,
some written determinations regarding tax-exempt organization issues are not disclosable under
either section 6110 or 6104.

The FOIA provides a rule of general disclosure of information by government agencies
upon request. Generally, the FOIA provides that any person has a right of access to Federal
agency records, except to the extent that such records (or portions thereof) are protected from
disclosure by one of nine exemptions or by one of three special law enforcement record
exclusions. Most courts have taken the position that section 6103 qualifies as one of the nine
statutory exemptions to the FOIA, thus, information that contains returns or return information
within the meaning of section 6103 typically cannot be disclosed pursuant to a FOIA request.”
There has been substantial litigation, however, over whether documents not specifically covered
by section 6104 may be obtained either under section 6110 or under the FOIA."™

in Volume 1 of this study.
% Internal Revenue Manual, Disclosure of Official Information Handbook, 1.3.9.1(8).
% Sec. 6110(k)(1).

"t The interaction of section 6103 and the FOIA is discussed in greater detail in Part
Two, VI. of Volume | of this study.

2 The interaction of section 6110 and the FOIA and litigation over the parameters of
both statutes is discussed in greater detail in Part Two of Volume | of this study.
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2. Section 6104: disclosure of applications for recognition of tax exemption and annual
information returns

Disclosure to the public

Under present law, section 501(c) organizations are required to make a copy of their
application for recognition of tax-exempt status’ (and certain related documents) and their annual
information return (Form 990 or Form 990-PF) available for inspection by any individual during
regular business hours at the organization’s principal office or any regional or district office that
has three or more employees.” Organizations are not required to disclose an application for tax
exemption filed by the organization unless the IRS responded favorably to the application.” The
required disclosure does not include Form 990-T, Exempt Organization Business Income Tax
Return, or Form 1120-POL, U.S. Income Tax Return for Certain Political Organizations. In
addition, public charities are not required to disclose the names of donors to the organization.
Annual information returns must be made available for a three-year period beginning with the due
date for the return (including any extension of time for filing).”

All tax-exempt organizations (other than private foundations) are required to comply with
requests made in person or in writing by individuals who seek a copy of the organization's Form
990 for any of the organization's three most recent taxable years.”” Upon such a request, the
organization is required to supply copies without charge other than a reasonable fee for
reproduction and mailing costs. If the request for copies is made in person, then the organization
must provide such copies immediately. If the request for copies is made in writing, then copies
must be provided within 30 days. Tax-exempt organizations (other than private foundations) also
must comply in the same manner with requests made in person or in writing by individuals who

A court of appeals has held that the section 6104 disclosure requirements do not apply
to documents relating to whether a tax-exempt organization is also a private foundation.
Breuhaus v. Internal Revenue Service, 609 F.2d 80, 82 (2d Cir. 1979). Another court has held
that disclosure of information relating to an investigation of a violation of section 501(c)(3) by an
organization does not fall within the plain meaning of section 6104(a)(1) and, thus, is not subject
to disclosure under section 6104. Belisle v. Internal Revenue Service, 462 F. Supp. 460 (W.D.
Okla. 1978).

" Sec. 6104(d)(1)(A).

> Treas. reg. sec. 301.6104(d)-3(b)(3)(iii)(A).

~

5 Sec. 6104(d)(2).

" Sec. 6104(d)(1)(B). This rule was added to the Code in 1996 by the Taxpayer Bill of
Rights 2. It became effective on June 8, 1999, 60 days after the date the Treasury Department
published regulations under the new provision.
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seek a copy of the organization's application for recognition of tax-exempt status and certain
related documents. However, an organization may be relieved of its obligation to provide copies
if (1) the organization has made the requested documents widely available by posting them on the
Internet, or (2) the Secretary of the Treasury has determined, upon application by the organization,
that the request is part of a harassment campaign and that compliance with such request is not in
the public interest.”

Upon written request to the IRS, members of the general public also are permitted to
inspect annual information returns of tax-exempt organizations and applications for recognition of
tax-exempt status (and related documents) at the IRS National Office in Washington, D.C. or in
the office of any district director.” A person making such a written request is notified by the IRS
when the material is available for inspection at the IRS National Office, and where notes may be
taken of the material open for inspection, photographs taken with the person's own equipment, or
copies of such material obtained from the IRS for a fee.®

The Secretary may withhold disclosure of certain information described in an
organization’s application for tax-exempt status if disclosure would: (1) divulge a trade secret,
patent, process, style of work, or apparatus of the organization, and the Secretary determines that
such disclosure would harm the organization; or (2) harm the national defense.®* The organization
must apply to the Commissioner for a determination that the disclosure would violate one of these

8 Sec. 6104(d)(4); Treas. reg. secs. 301.6104(d)-4(b)(2) and 301.6104(d)-5. Section
6104 was amended by the Tax and Trade Relief Extension Act of 1998 to extend to private
foundations the same disclosure requirements that are now applicable to all other tax-exempt
organizations. Pub. L. No. 105-277, sec. 1004 (1998). Under the new provision, private
foundations will be required to comply with requests for copies of the foundation’s annual
information return for any of the foundation’s three most recent taxable years and its application
for tax exemption. Section 6104(d)(1). The provision extending the disclosure requirements to
private foundations will be effective 60 days after the Treasury Department publishes final
regulations in the Federal Register. Final regulations were published on January 13, 2000; thus,
the new disclosure provisions will apply to private foundations whose annual information returns
are due on or after March 13, 2000. See Treas. reg. secs. 301.6104(d)-1,-2,-3.

”® Treas. reg. secs. 301.6104(a)-6 and 301.6104(b)-1.
8 d.

8 Sec. 6104(a)(1)(D). In the case of a pension plan, information may be withheld if it
would identify any particular individual covered under the plan. Id.
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criteria.? The organization will be given 15 days to contest an adverse determination before the
information is made available for public inspection.®

Section 6104(a)(1)(A) provides that “any papers submitted in support of” an application
for tax-exempt status must be available for inspection. By regulation, the Treasury Department
has limited the definition of supporting documents to papers submitted by the organization.®* The
U.S. Court of Appeals for the District of Columbia Circuit upheld this regulation in Lehrfeld v.
Commissioner,® on the ground that it harmonizes the meanings of two provisions within the
general rule that applications for tax exemption are subject to public disclosure.

In Lehrfeld, an attorney submitted a request to the IRS for a copy of a particular
organization’s exemption application and all other documents available to the public under
section 6104 and the FOIA. The attorney believed that prominent politicians might have written
letters to the IRS to expedite the handling of the organization’s application for tax exemption.
The IRS released certain materials responsive to the attorney’s request, but declined to release
other documents on the ground that they fell outside the scope of section 6104 and therefore could
not be disclosed under section 6103. According to the court, the documents the attorney sought
were return information, and thus not subject to FOIA requests. Further, the court upheld the
regulation on the ground that section 6104(a)(1)(A) was not intended to require disclosure of
third-party documents.® The court found the plain meaning of section 6104(a)(1)(D) does not
provide trade secret protection to third parties that submit documents in favor of another entity’s
tax-exempt status application. If the disclosure requirements applied to third-party documents,
then information regarding trade secrets would not be submitted to the IRS by third parties in
support of tax-exempt status applications. Therefore, the court held that the regulation is a valid
interpretation of section 6104(a)(1)(A).¥

Disclosure to State officials

With respect to section 501(c)(3) organizations, the IRS is required to notify the attorney
general and the principal tax officer of the State in which the principal office of the organization is
located and the State in which the organization was incorporated or created, of two types of final

8 Treas. reg. sec. 301.6104(a)-5(a)(1).
& 1d.

8 Treas. reg. sec. 301.6104(a)-1(e).

8 132 F.3d 1463 (D.C. Cir. 1998).

8 |d. at 1466.

& 1d.
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determinations: (1) the denial or revocation of tax-exempt status; or (2) a deficiency of tax under
section 507, or Chapter 41 or 42.% Other appropriate officers of any State may request that the
IRS provide notification to them of such determinations, either generally or with respect to a
particular organization or type of organization.®® At the request of an appropriate State officer, the
IRS must make available for inspection and copying such returns, filed statements, and other
records relating to such determinations as are relevant to a determination under State law.*

Disclosure to Congressional committees

Any committee of the Congress may inspect exemption applications and any related
papers held by the IRS.*

3. Section 6110: disclosure of written determinations

Section 6110 provides that the text of any written determination by the IRS and related
background file document is open to public inspection.®* The term “written determination” means

8 Sec. 6104(c). Treas. reg. sec. 301.6104(c)-1(a). Section 507 imposes tax on certain
organizations terminating their status as private foundations. Chapter 41 (secs. 4911 and 4912)
imposes taxes on excess lobbying expenditures and disqualified lobbying expenditures by public
charities. Chapter 42 (secs. 4940-4963) provides for taxes on private foundations for violations
of restrictions on their operations, a tax on certain nonexempt trusts, taxes on certain foreign
organizations, taxes on black lung benefit trusts, and taxes on political expenditures by section
501(c)(3) organizations.

8 Treas. reg. sec. 301.6104(c)-1(a)(2).

% Sec 6104(c)(1)(C); Treas. reg. sec. 301.6104(c)-1(b)
9% Sec. 6104(a)(2).

%2 Sec. 6110(a).
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a ruling,” determination letter,* technical advice memorandum,® or Chief Counsel advice.*®
Closing agreements, which are final and conclusive written agreements entered into by the IRS
and a taxpayer in order to settle the taxpayer’s tax liability with respect to a taxable year, do not
constitute written determinations.” A background file document includes the request for a written

% A ruling is a written statement issued by the National Office to a taxpayer or his or her
authorized representative. Treas. reg. sec. 301.6110-2(d). It generally recites the relevant facts,
sets forth the applicable provisions of law, and shows the application of the law to the facts.
Treas. reg. sec. 301.6110-2(d). In fiscal year 1999, the IRS issued 943 private letter rulings
involving section 501(c) organizations; in fiscal year 1998, the IRS issued 1,059 private letter
rulings involving section 501(c) organizations; and in fiscal year 1997, the IRS issued 975
private letter rulings involving section 501(c) organizations. IRS Exempt Organizations Division
Inventory Control System.

* A district director issues a “determination letter” in response to a written inquiry from
an individual or organization that applies principles and precedents previously announced by the
IRS National Office to the particular facts involved. Treas. reg. sec. 301.6110-2(e).

% A “technical advice memorandum” is a written statement issued by the IRS National
Office of the IRS to a district director in connection with the examination of a taxpayer’s return
or consideration of a taxpayer’s claim for refund or credit. Treas. reg. sec. 301.6110-2(f).
Generally, a technical advice memorandum states the relevant facts, sets forth the applicable law,
and states a legal conclusion. Treas. reg. sec. 301.6110-2(f). In fiscal year 1999, the IRS issued
22 technical advice memoranda involving section 501(c) organizations; in fiscal year 1998, the
IRS issued 56 technical advice memoranda involving section 501(c) organizations; and in fiscal
year 1997, the IRS issued 69 technical advice memoranda involving section 501(c) organizations.
IRS Exempt Organizations Division Inventory Control System.

% Sec. 6110(b)(1). Any IRS National Office component of the Office of Chief Counsel
can issue Chief Counsel advice. The IRS National Office component issues the advice to IRS
field or service center employees, or to regional or district employees of Chief Counsel. Sec.
6110(i)(A)(i). The definition of Chief Counsel advice does not encompass advice issued from
one IRS National Office component of the Office of Chief Counsel to another. The advice by
definition conveys: (1) a legal interpretation of a revenue provision; (2) the IRS or Chief
Counsel position or policy concerning a revenue provision; or (3) a legal interpretation of any
law (Federal, State, or foreign) relating to the assessment or collection of liability under a
revenue provision. Sec. 6110(i)(A)(ii).

" See S. Rep. No. 94-938, at 307 (1976). H.R. Rep. No. 94-658, at 316 (1976). In fiscal
year 1999, the IRS finalized 78 closing agreements with section 501(c) organizations; in fiscal
year 1998, the IRS finalized 72 closing agreements with section 501(c) organizations; and in
fiscal year 1997, the IRS finalized 65 closing agreements with section 501(c) organizations. IRS
Exempt Organizations Return Inventory and Classification System.
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determination, any written material submitted by the taxpayer in support of the request, and any
communications between the IRS and other persons in connection with the written determination
received before issuance of the written determination.®

A background file document is available upon written request to any person requesting a
copy of the related written determination.” Before releasing any written determination or
background file document, the IRS must delete identifying details of the person about whom the
written determination pertains and certain other information.’® With respect to tax-exempt

% Sec. 6110(b)(2). Communications between the IRS and the Department of Justice
relating to a pending civil or criminal case are not considered background file documents.

% Sec. 6110(e).

100 Sec. 6110(c) provides the following exemptions from disclosure:

(1) the names, addresses, and other identifying details of the person to whom the written
determination pertains and of any other person, other than a person with respect to whom
a notation is made under subsection (d)(1) (relating to third party contacts), identified in
the written determination or any background file document;

(2) information specifically authorized under criteria established by an Executive order to
be kept secret in the interest of national defense or foreign policy, and which is in fact
properly classified pursuant to such Executive order;

(3) information specifically exempted from disclosure by any statute (other than
this title) which is applicable to the Internal Revenue Service;

(4) trade secrets and commercial or financial information obtained from a person
and privileged or confidential;

(5) information the disclosure of which would constitute a clearly unwarranted
invasion of personal privacy;

(6) information contained in or related to examination, operating, or condition
reports prepared by, or on behalf of, or for use of an agency responsible for the
regulation or supervision of financial institutions; and

(7) geological and geophysical information and data, including maps, concerning
wells.
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organizations, disclosure under section 6110 is limited to letters and rulings unrelated to an
organization’s tax-exempt status.*®*

While section 6110 makes much IRS guidance public, its application to guidance relating
to tax-exempt organizations is quite limited in comparison to guidance for taxable organizations.
When section 6110 was enacted in 1976, Congress believed that section 6104 already permitted
disclosure of guidance relating to tax-exempt organizations.*®* Thus, section 6110(k)(1) provides,
“this section shall not apply to any matter to which section 6104 applies.” The regulations under
section 6110 clarify which matters are within the ambit of section 6104 and, therefore, are not
subject to disclosure under section 6110:

“[a]ny application filed with the Internal Revenue Service with respect to the
qualification or exempt status of an organization . . .; any document issued by the
Internal Revenue Service in which the qualification or exempt status of an
organization is . . . granted, denied or revoked or the portion of any document in
which technical advice with respect thereto is given to a district director; . . . the
portion of any document issued by the Internal Revenue Service in which is
discussed the effect on the qualification or exempt status of an organization of
proposed transactions by such organization; and any document issued by the
Internal Revenue Service in which is discussed the qualification or status of a
[private foundation or private operating foundation].*®

In addition, the regulations under section 6104 provide that some determination letters and
other documents relating to tax exemption that are not open to public inspection under section
6104(a)(1)(A) are nevertheless “within the ambit” of section 6104 for purposes of the disclosure
provisions of section 6110.1* The regulation explains that the following documents are,
therefore, not available for public inspection under either section 6104 or 6110:

1) unfavorable rulings or determination letters issued in response to applications for
tax exemption;

2 rulings or determination letters revoking or modifying a favorable determination
letter;

3) technical advice memoranda relating to a disapproved application for tax
exemption or the revocation or modification of a favorable determination letter;

1% Sec. 6110(k)(1); Treas. reg. sec. 301.6110-1(a).
102 See S. Rep. No. 94-938, at 307.

1% Treas. reg. sec. 301.6110-1(a).

1% Treas. reg. sec. 301.6104(a)-1(i).
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4 any letter or document filed with or issued by the IRS relating to whether a
proposed or accomplished transaction is a prohibited transaction under section 503;

(5) any letter or document filed with or issued by the IRS relating to an organization’s
status as a private foundation or private operating foundation, unless the letter or
document relates to the organization’s application for tax exemption; and

(6) any other letter or document filed with or issued by the IRS which, although it
relates to an organization’s tax exempt status as an organization described in
section 501(c), does not relate to that organization’s application for tax
exemption.'®

The effect of these limitations is that written determinations relating to exempt status
issues are not released, even in redacted form. The IRS does, however, release written
determinations issued to tax-exempt organizations that include issues that clearly are not within
the ambit of section 6104, such as the application of the unrelated business income tax to a
particular proposed transaction.

4. Penalties related to tax-exempt organization disclosure requirements

Penalties for failure to file timely or complete return

A penalty is imposed on a tax-exempt organization that either fails to file a Form 990 in a
timely manner or fails to include all required information on a Form 990 of $20 for each day the
failure continues (with a maximum penalty with respect to any one return of the lesser of $10,000
or five percent of the organization's gross receipts).’®® Organizations with annual gross receipts
exceeding $1 million are subject to a penalty of $100 for each day the failure continues (with a
maximum penalty with respect to any one return of $50,000). The IRS may make a written
demand on an organization that has failed to file a timely or complete return specifying a date by
which the return is to be filed or the information furnished. A penalty is imposed on any person
failing to comply with the IRS demand equal to $10 for each day after the expiration of the time
specified by the IRS during which the failure continues, subject to a maximum penalty of $5,000,
with respect to any one return.’® No penalty is imposed for failure to file in a timely manner or to
include all required information if it is shown that the failure was due to reasonable cause.'®

Penalties for failure to allow public inspection or provide copies

Penalties are imposed on tax-exempt organizations that fail to allow public inspection or
provide copies of certain annual returns or applications for exemption at a level of $20 per day

105 Id

1

o

5 Sec. 6652(C)(1)(A).

1

o

7 Sec. 6652(c)(1)(B).
108 Sec. 6652(c)(3).
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(with a maximum of $10,000 with respect to any one return).’® No penalty is imposed with
respect to a failure if it is shown that the failure was due to reasonable cause. In addition, there is
a penalty of $5,000 imposed for willful failure to allow public inspections or provide copies.*

5. Other Federal tax law disclosure rules applicable to tax-exempt organizations

Disclosure relating to deductibility of solicited funds

Fundraising solicitations, including solicitations for contributions, annual membership
dues, or other payments, made by certain tax-exempt organizations must include a statement that
payments to those organizations are not deductible as charitable contributions for Federal income
tax purposes.'* The requirement generally applies to organizations described in section 501(c)
unless the organization is eligible to receive contributions that are deductible as charitable gifts
under section 170(c) (e.g., section 501(c)(3) organizations), or is otherwise excepted from the
requirement. Thus, section 501(c)(4) social clubs, section 501(c)(5) labor unions, section
501(c)(6) trade associations, section 501(c)(7) social clubs, section 501(c)(8) and section
501(c)(10) fraternal organizations, and certain other organizations must comply with the
nondeductibility disclosure requirement.

Failure to include the required statement may result in a penalty imposed on the
organization of $1,000 for each day on which the failure occurred, subject to a maximum penalty
on failures by any organization during any calendar year of $10,000. However, the $10,000
maximum penalty does not apply if the failure is due to intentional disregard of the
nondeductibility disclosure requirement. In such case, the penalty is $1,000 or 50 percent of the
aggregate cost of the solicitations that occurred on such day and with respect to which there was a
failure to disclose.

Disclosure relating to information or services that are available free from the government

Organizations described in section 501(c)(3), section 501(c)(4), or section 527(e) that sell
information or routine services that could be readily obtained from an agency of the Federal
government, either free or for a nominal fee, must include a statement when making an offer or
solicitation that the information or service can be so obtained.**? A penalty of the greater of
$1,000 or 50 percent of the aggregate cost of the offers and solicitations that occurred on each day
on which such failure to disclose occurred is imposed on the organization if the failure to make
the required statement is due to intentional disregard of the disclosure requirement.

1

o

® Secs. 6652(c)(1)(C) and 6652(c)(1)(D).
110 Sec. 6685.

1 Sec. 6113.

112 Sec. 6711(a).
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IV. ECONOMIC ANALYSIS OF THE BENEFITS
OF TAX-EXEMPT STATUS

Tax-exempt organizations constitute a significant component of the U. S. economy. Data
reported on Forms 990 and 990-EZ suggest that tax-exempt organizations held assets valued at
more than $1.3 trillion and had total revenues greater than $800 billion in 1995.*** The total
revenue of tax-exempt organizations in 1995 exceeded ten percent of U.S. gross domestic
product.

All organizations described in section 501(c) of the Code receive tax benefits not available
to other entities. The nature and extent of the tax benefits vary depending on the particular type of
organization. The income, if any, of organizations described in section 501(c) generally is exempt
from income taxes on business income. Organizations described in section 501(c)(3) of the Code
may receive two additional tax benefits. First, qualifying 501(c)(3) organizations may receive
contributions that are deductible in computing the income tax of the donor and such organizations
also may receive bequests that are deductible from the taxable estate of the donor. Second,
qualifying 501(c)(3) organizations may use the proceeds of tax-exempt bonds to finance the
organization’s capital expenditures. Thus, tax-exempt organizations receive a number of Federal
tax benefits when compared to taxable entities. This part briefly reviews economic rationales that
are offered for these tax benefits and discusses some of the economic effects that result from these
benefits.

A. Exemption of “Income” From Business Level Income Taxes

Rationale for tax exemption

Several rationales have been offered for the general rule exempting the “income” of
qualified organizations from business level income taxes.*** Some observe that charitable
organizations provide many services in lieu of the provision of the same or similar services that
otherwise would have to be provided by government. In this view, because governments are not

13 Cecelia Hilgert and Melissa Whitten, Charities and Other Tax-Exempt Organizations,
1995, in Internal Revenue Service, Publication 1136, Statistics of Income Bulletin, Winter 1998-
1999, 18 SOI Bulletin 105 (1999). These data are based upon reporting on Forms 990 and 990-
EZ by organizations exempt under Code sections 501(c)(3), 501(c)(4), 501(c)(5), 501(c)(6),
501(c)(7), 501(c)(8), and 501(c)(9). These data generally exclude organizations with gross
receipts totaling less than $25,000 and most churches. Many organizations have liabilities as
well as assets. The total net worth (assets less liabilities) reported for these organizations
exceeded $700 billion in 1995.

114 As explained in Part 111.A.3, above, not all income of tax-exempt organizations is
exempt from income taxation, but only that income that arises as part of the organization’s
exempt purpose. So-called “unrelated business income” is subject to income taxation.

-43-



subject to income taxation in the course of providing governmental services, exempting charitable
organizations from income tax could be said to provide neutrality in the choice to provide certain
services to the public through direct government operation and financing or through the private
operation and mixed private and public financing of a tax-exempt organization.

Some have suggested that exemption from income tax may be justified as compensation
for the difficulty that tax-exempt organizations have in obtaining capital. In general, the rules
governing tax-exempt organizations prohibit such organizations from issuing shares of equity to
raise capital. Lenders may be concerned about the risks of an organization whose entire capital is
debt financed, and require higher interest rates on loans to tax-exempt organizations. Exemption
from income taxation may permit a tax-exempt organization to accumulate internal capital more
quickly and thereby compensate for the higher costs of external debt financing.'*®

Others suggest that tax-exempt organizations generally are run with a nonprofit motive.
Because the organization is managed so as not to produce income, administrative ease for both the
organization and the tax administrator provide a rationale for exemption of the organization from
income taxation. Still others suggest that even to the extent that section 501(c)(3) organizations
earn income, either portfolio income or active income, exempting the organization’s income
creates parity with funds from tax-deductible donations. If a third party had earned the income
and donated it to the section 501(c)(3) organization, the income generally would be exempt from
tax. Thus, they argue, the income should be exempt from income tax if earned directly by the
section 501(c)(3) organization.™®

115 See Richard Steinberg, “Unfair” Competition by Nonprofits and Tax Policy, 44 Nat’l
Tax J. 351, 351-364 (1991); and Henry Hansmann, The Rationale for Exempting Nonprofit
Corporations from the Corporate Income Tax, 91 Yale L.J. 54, 54-100 (1981). However, tax-
exempt organizations may be able to raise “equity” capital through donations or membership
dues.

116 Some analysts suggest an alternative reason for granting tax exemption to certain
organizations. They argue consumers are at a substantial informational disadvantage relative to
the sellers of certain complex goods or services and that informed decisions may be very difficult
to make. The informational advantage of the seller may create the possibility that the seller could
take advantage of the buyer. In such a circumstance, analysts suggest that if a tax-exempt
organization were the seller, because the tax-exempt organization does not have owners to whom
profits are paid, the tax-exempt organization may not have the incentive of a for-profit seller to
take advantage of the buyer. In this analysis, consumers benefit because the tax-exempt
organization helps them overcome the informational disadvantage they otherwise face when
purchasing certain complex goods and services. For further discussion of this rationale, see
Burton A. Weisbrod, The Nonprofit Economy (1988) and Dennis Zimmerman, Nonprofit
Organizations, Social Benefits, and Tax Policy, 44 Nat’l Tax J. 341, 341-349 (1991).
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Economic effects of exemption from income taxation

In one sense, every organization that elects to operate as a tax-exempt organization must
believe that it receives some economic benefit from tax-exempt status. Even an organization not
eligible to be a section 501(c)(3) organization whose goal is to operate over the long term so as
not to earn a profit must perceive some benefit to tax-exempt status, or the organization could
organize itself as a taxable business and, because it would not earn any income, generally not be
subject to tax. In most cases, tax-exempt status offers tangible benefits even to those entities that
strive to produce no taxable income. For example, an organization that successfully operates over
the long term so as not to earn a profit may find that it operates at a surplus in some years, while
in other years it operates at a deficit. Such surpluses generally may produce a tax liability in the
current year, while deficits often must be carried forward. Because of the time value of money, if
the organization were subject to the income tax, while its total tax payments over time might
equal zero, the present value of tax liabilities could be positive. More generally, the present-law
income tax measures income imprecisely. Entities which arguably have earned no economic
income may accrue a positive tax liability. Tax-exempt status eliminates the effects of the timing
differences and other imperfections of the present-law income tax.

To the extent a tax-exempt organization earns income, either portfolio income or active
income, and that income is used to further the exempt purposes of the organization, one could say
that the income was “donated” to the exempt purpose. Generally, in the case of a section
501(c)(3) organization, amounts donated to such an organization are excluded from the income of
the donor, which for such an organization is equivalent to exempting the organization’s income
from tax. However, the deductible donations of taxpayers may be subject to limitation as
explained in Part 111.A.3, above. A taxpayer subject to such a deduction limitation may carry
forward the excess amount to subsequent tax years. Because of the time value of money, deferral
of part of the deduction for a charitable contribution reduces the present value of the deduction, or
alternatively stated, does not completely exempt from tax the income that was donated to the
charity. With respect to its own portfolio or active income, however, tax-exempt status permits
section 501(c)(3) organizations to gain the economic equivalent of the full value of such
deductions, without the limitations that may be imposed on the deductions of individual
taxpayers.

Efforts to raise funds for tax-exempt endeavors often lead tax-exempt organizations into
the sale of goods or services which also may be offered by private sector enterprises. As
explained in Part I11.A.3, above, when such sales are related to the exempt purpose of the
organization, any income that the sales generate is exempt from Federal income tax. If income is
earned from unrelated activity, the income is subject to Federal income tax. Regardless of
whether the income is subject to tax, tax-exempt organizations and private-sector enterprises do
not compete from the same footing. It is difficult to assess the economic effects of competition
between tax-exempt organizations and for-profit enterprises. One analyst concluded:
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Whether a nonprofit expands into markets that are “related” to its exempt
purpose or into other, unrelated, areas, the competition with proprietary firms
affects nonprofits in important ways. Some are favorable: competition with
proprietaries should stimulate efficient production, diversify revenue sources, and
perhaps provide a stimulus to greater creativity. But some are unfavorable:
becoming a multipurpose organization is likely to pose new administrative and
managerial problems and most important, the pressure to perform profitably in the
competitive marketplace can divert resources and energy from the organization’s
principal public-type purposes even while total resources are being expanded.

All these possible consequences are speculative; hard evidence does not exist.**’

The uncertainty inherent in the notion of “related” and “unrelated” activities has led some
to suggest that tax exemption might offer an organization a competitive advantage. If the purpose
of the tax-exempt organization for engaging in activities which compete with for-profit enterprises
is to raise funds to subsidize the organization’s exempt purpose, then both the tax-exempt
organization and the for-profit enterprise share a common goal: to maximize profits from the
endeavor. That is, both the tax-exempt organization and the for-profit enterprise would like the
price to be as high as the market will bear, and a for-profit enterprise will be harmed no more by
the entrance of the tax-exempt organization into the market than by the entrance of another for-
profit enterprise.’® While the tax-exempt organization earns a greater net return than does the for-
profit enterprise by virtue of its tax-exempt status, this extra return is to be devoted to its tax-
exempt purpose.**

Some believe that tax-exempt organizations may use either the greater net return or, in the
case of a section 501(c)(3) organization, the ability to solicit tax-deductible contributions, to
charge a price less than the profit-maximizing price in the short run. By using tax-exempt
benefits to charge a lower price than for-profit enterprises, the tax-exempt organization may drive
for-profit enterprises from the market and subsequently earn monopoly profits. That is, the tax-
exempt organization may forgo short term profits which could redound to the organization’s
exempt purpose in order to earn greater long-term profits for the benefit of the exempt purpose.
Aside from the possibility that predatory pricing may violate antitrust statutes, the viability of
such a predatory strategy depends upon the conditions of the market place, as high profits usually
induce entry by competitors. Competitive entry ultimately forces prices down, implying that the

117 Burton A. Weisbrod, The Nonprofit Economy, 114 (1988).

118 Similarly the tax-exempt organization would be harmed no more by the entrance of a
for-profit entity into the market than by the entrance of another tax-exempt organization.

119 The tax-exempt organization often may accrue additional benefits by exemption from
State and local income, sales, and property taxes.
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potential to earn monopoly profits in the long run may be limited,"® which in turn would reduce
the likelihood of predatory pricing.

Data

The Joint Committee staff does not include among its estimates of tax expenditures any
item related to the exemption of tax-exempt organizations from income taxation. The Joint
Committee staff has explained this as follows:

With respect to other nonprofit organizations, such as charities, tax-exempt status
is not classified as a tax expenditure because the nonbusiness activities of such
organizations generally must predominate and their unrelated business activities
are subject to tax. In general, the imputed income derived from nonbusiness
activities conducted by individuals or collectively by certain nonprofit
organizations is outside the normal income tax base.'*

It is consistent with this analysis to assert that there is value to the exemption from the income tax
for qualified section 501(c) organizations. For example, just as the value of a charitable donation
by an individual or taxable corporation can be estimated as the product of the value of the
donation and the taxpayer’s marginal tax rate, one could estimate the exemption from the
corporate level tax for the portfolio earnings of a tax-exempt organization as the product of those
earnings and the appropriate corporate marginal income tax rate. The amount of program service
revenue earned by tax-exempt organizations or the excess of revenue from all sources over total
expenses may give an indication of the magnitude of the benefit from exemption from income
taxation.*?

Table 6, below, reports program service revenue, the excess of total revenue over
expenses, and income from investments for certain qualifying organizations that filed Form 990 or
Form 990-EZ for 1995. Table 6 also shows these figures in comparison to the total revenues,
donations and grants received, and membership dues of those organizations. These data show that

120 See, Dennis Zimmerman, Nonprofit Organizations, Social Benefits, and Tax Policy,
44 Nat’l Tax J. 341, 343 (1991). Zimmerman notes that “[e]Jmpirical evidence on voluntary
sector failure is somewhat anecdotal.

121 Joint Committee on Taxation, Estimates of Federal Tax Expenditures for Fiscal Years
2000-2004 (JCS-13-99), December 22, 1999, 7.

122 Because income from portfolio investments and program service revenue each
comprise one component of a tax-exempt organization’s total gross income, it would be
inappropriate to consider the excess of total revenue over total expense, or surplus, an indicator
of the magnitude of potential benefit from tax exemption that is distinct from measures of
income from portfolio investments and program service revenue.
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such organizations realized income from investments and from the sale of capital assets in excess
of $75 billion in 1995. Alternatively, these data show that in 1995 the excess of total revenue
over expenses exceeded $70 billion, so the exemption of such organizations from income taxation
may have provided a significant benefit in aggregate.
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Table 6.-Total Revenue, Components of Total Revenue, and
Excess of Total Revenue Over Expenses for Certain
Exempt Organizations Filing Form 990 or Form 990-EZ
Calendar Year 1995

($ MILLIONS)
Excess of
total
Type of Program Contri- Income Net gain revenue
Organi- Total service butions, Member- from from over
zations revenue | revenue | gifts, grants | ship dues [ investments® | saleof | Other? | expenses
assets
501(c)(3) $663,371 | $443,052 $127,743 $6,148 $31,060 | $23,014 | $32,354 $58,725
501(c)(4) 28,583 21,376 2,498 1,728 1,391 132 1,458 1,124
501(c)(5) 14,120 3,616 466 8,434 790 256 557 1,481
501(c)(6) 20,996 7,790 1,575 9,083 1,160 222 1,166 1,960
501(c)(7) 7,116 1,249 80 4,175 174 20 1,418 212
501(c)(8) 10,600 9,128 93 327 664 57 330 599
501(c)(9) 72,010 63,097 9 2,496 3,109 1,139 2,160 6,403
Total $816,796 | $549,308 $132,464 $32,391 $38,348 | $24,839 | $39,444 $70,504

Y Income from investments includes interest on savings and temporary cash investments, dividends and interest on securities, gross rents, and other
investment income, but excludes gain (or loss) from the sale of securities or other assets.

' Includes net profit from the sales of inventories, net income from special events, and other net revenue.

Source: Cecelia Hilgert and Melissa Whitten, “Charities and Other Tax-Exempt Organizations, 1995,” SOI Bulletin, 18, Winter 1998-1999, pp. 105-
125, and Joint Committee staff calculations.




B. Tax Deductibility of Charitable Donations

Rationale for tax deduction for charitable donations

Tax deductibility of charitable donations reduces the economic cost to the donor of his or
her donation and encourages giving. There are a number of different rationales advanced for the
deductibility of donations to charitable organizations described in section 501(c)(3). These
rationales depend, in part, on differing views about the role of charitable organizations and the
benefits they provide to society as a whole. One rationale for the charitable donation tax
deduction is that income given to a charity should not be taxed because it does not enrich the
giver. Others describe charitable organizations as providing many services at little or no direct
cost to taxpayers, which services otherwise would have to be provided by the government at full
cost to taxpayers. In this view, the tax deduction for voluntary charitable donations is seen as
equivalent to deductions permitted for many State and local taxes. The charitable donation tax
deduction could be said to provide neutrality in the choice to provide certain services to the public
through direct government operation and financing or through the private operation and mixed
private and public financing of a charitable organization.

Some observe that the activities of a number of charitable organizations are public in
nature or provide significant spillover benefits to the public at large. For example, some
charitable organizations maintain open spaces such as bird refuges. Open space is an example of
a public good, that is, a good or service that may be simultaneously enjoyed by all. Other
charitable organizations provide benefits that improve the health of specific individuals, such as
through the provision of vaccinations, which provide spillover benefits® to the populace at large.
Economists generally argue that, in the absence of a subsidy, the private market may provide
insufficient levels of public goods or goods that create spillover benefits.** As discussed below,
the tax deduction for charitable donations encourages such donations and thereby acts as a subsidy
to the activities of charitable organizations. Accordingly, the philanthropic community and others
believe the present-law deductions for the income tax and the estate and gift tax serve a social
purpose.

A range of arguments for and against the tax deductibility of charitable donations can be
made in assessing deductibility in the context of a theoretically ideal income tax system. Wholly
apart from any incentive effect or intent to encourage charitable giving, some argue the gratuitous
transfer of funds from an individual to a charity should not be treated as a personal consumption
of income that should be subject to tax even under a theoretically pure, broad-based income tax

123 Economists usually refer to such spillover benefits as “positive externalities,” that is,
benefits accrue to the individual who consumes the good and also to other individuals who are
“external” to the initial consumption of the good.

124 See e.g., Richard A. Musgrave and Peggy B. Musgrave, Public Finance in Theory and
Practice (1984); and Harvey S. Rosen, Public Finance (1988).
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because the donation does not directly benefit the donor and, therefore, should represent a
reduction in the wealth or well-being of the donor. Alternatively, one could view charitable
giving as a purely personal expenditure, a deduction for which would be denied under an ideal
income tax.'”® The tax deduction for charitable donations sometimes is referred to as a tax
expenditure in that it may be considered to be analogous to a direct outlay program which would
direct Federal funds to charitable organizations. Applying this analogy, the tax deduction for
charitable donations is most similar to those direct spending programs that have no spending
limits, and that are available as entitlements to those organizations which meet the statutory
criteria established under section 501(c)(3).

Economic effects of tax deductions for charitable donations

As with any tax deduction or credit, the price to the donor of charitable giving that benefits
from a tax incentive is reduced by the value of the tax benefit provided. For example, for a
taxpayer who itemizes deductions and is in the 31-percent tax bracket, a $100 cash gift to charity
reduces the taxpayer’s taxable income by $100, and thereby reduces tax liability by $31. Asa
consequence, the $100 cash gift to charity reduces the taxpayer's after-tax income by only $69.
Economists would say that, for this taxpayer, the price of giving $100 cash to charity is $69. With
gifts of appreciated property, if a fair market value deduction is allowed (while the accrued
appreciation is not included in income), the price of giving $100 worth of appreciated property is
as low as $40.40.® The price of giving is determined as one minus the taxpayer's marginal tax
rate. Alternatively stated, the value of the tax deduction is the amount deducted multiplied by the
taxpayer’s marginal tax rate. The charitable deduction is worth more the higher the taxpayer’s
marginal tax rate. Because higher-income taxpayers generally are in higher marginal tax rate
brackets and are more likely to itemize deductions, the charitable donation tax deduction generally

125 | ikewise, the deduction under the estate tax could be said to be consistent with a
theory of an estate tax which is intended to tax wealth transferred generally to the succeeding
generation, because a charitable bequest removes such wealth from the benefit of the decedent’s
heirs. Alternatively, one could view the bequest as no different from any other bequest.

126 This example assumes that the property has a basis of zero and the taxpayer is in the
39.6 percent tax bracket. The “price of giving” is computed as follows: $100 minus $20 (tax
avoided from non-recognition of built-in capital gain) minus $39.60 (tax saved from deduction
for fair market value). This "price of giving" figure assumes that the taxpayer would sell the
appreciated property (and pay tax on the built-in gain) in the same year of the donation if the
property was not given to charity. However, a higher "price of giving" would be derived if it is
assumed that, had the taxpayer not donated the property, he or she would have retained the asset
until death (and obtained a step-up in basis) or obtained benefits of deferral of tax by selling the
asset in a later year. A lower price of giving would be calculated if it were assumed that the
taxpayer was otherwise in a higher effective marginal tax bracket which might arise due the
combined effect of State and Federal income taxes.
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is more valuable to higher income taxpayers than to lower income taxpayers who often do not
itemize such deductions and who generally are in lower marginal tax brackets.*”

While factors other than tax benefits also motivate charitable giving, the preponderance of
evidence suggests that the charitable donation tax deduction has been a stimulant to charitable
giving, at least for higher-income individuals. Economic studies generally have established that
charitable giving responds to the price of giving. While the economic literature suggests that
individuals alter their giving in response to changes in the price of giving, there is less consensus
as to how large are the changes in donations induced by the tax deductibility of charitable
donations.*”® Some evidence suggests that higher-income taxpayers are more responsive to the

27" The obverse statement is that the tax price is lower the higher the marginal tax rate
and that higher income taxpayers generally have a lower tax price of giving than do lower income
taxpayers. A taxpayer who does not itemize deductions receives no value from the tax
deductibility of charitable donations and the tax price of giving $1.00 is $1.00 of forgone other
expenditures.

128 See Charles Clotfelter, Federal Tax Policy and Charitable Giving (1985) for a review
of the literature. Martin Feldstein and Charles Clotfelter, Tax Incentives and Charitable
Contributions in the United States: A Micro-econometric Analysis, 5 J. Pub. Econ. 1 (1976)
argue that the tax deduction for charitable donations induces charitable giving in amounts
exceeding the revenue lost to the government from the tax deduction. More recently, William C.
Randolph, Dynamic Income, Progressive Taxes, and the Timing of Charitable Contributions,
103 J. Pol. Econ. 709, 709-738 (1995), argues the opposite. Randolph argues that earlier studies
inadvertently confused timing effects that may be the result of an individual taxpayer's
circumstances in a particular year or the result of changes from one tax regime to another with
the permanent effects. Randolph's estimates suggest that on a permanent basis, charitable
donations are much less responsive to the tax price than previously believed. Charles T.
Clotfelter, Impact of Tax Reform on Charitable Giving: A 1989 Perspective, in Do Taxes
Matter? 203 (Joel Slemrod ed., 1990), points to the surge in giving in 1986 prior to enactment of
the Tax Reform Act of 1986 as evidence of the tax-sensitive timing of charitable gifts.

Some analysts have suggested that the charitable estate tax deduction creates a strong
incentive to make charitable bequests. A limited number of studies have examined the effects of
estate taxes on charitable bequests. Most of these studies have concluded that, after controlling
for the size of the estate and other factors, deductibility of charitable bequests encourages
taxpayers to make charitable bequests. Recent studies examining this question include David
Joulfaian, Charitable Bequests and Estate Taxes, 42 Nat’l Tax J. 169, 169-180 (1991); and
Gerald Auten and David Joulfaian, Charitable Contributions and Intergenerational Transfers, 59
J. Pub. Econ. 55, 55-68 (1996). Each of these studies estimates a tax price elasticity in excess of
1.6 in absolute value. This implies that for each 10-percent reduction in the tax price, with the
tax price defined as one minus the marginal tax rate, there is a greater than 16-percent increase in
the dollar value of charitable bequests. Such a finding implies that charities receive a greater
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incentives provided by the tax deduction. Hence, charities whose patrons are predominantly
higher-income (e.g., universities and hospitals) might see more tax-induced charitable donations
than charities whose patrons are not predominantly higher income persons, such as religious
organizations.'?

If taxpayers do respond to the incentive effect of the tax deduction for charitable
donations, then the charitable sector would become larger because it receives more donations that
it would in the absence of the preferential tax treatment. Depending upon the magnitude of the
additional or induced donations, the increase in the size of the charitable sector may be less than,
equal to, or greater than the tax revenue forgone. If the increase in donations to the charitable
sector induced by the tax deduction exceeds the revenue lost to the government, then the tax
deduction could be said to be an efficient means of providing public support to such charitable
functions.™*

Data
Between 1984 and 1997, total individual donations, including charitable bequests, to

charities grew from $60.50 billion to $135.58 billion, while corporate donations declined from
$8.20 billion to $5.92 billion. See Table 7, below.

dollar value of bequests than the Treasury loses in forgone tax revenue. Not all studies find such
responsiveness of charitable bequests to the marginal estate tax rate. Thomas Barthold and
Robert Plotnick, Estate Taxation and Other Determinants of Charitable Bequests, 37 Nat’l Tax
J. 225, 225-237 (1984), estimated that marginal estate tax rates had no effect on charitable
bequests.

129 See, Charles Clotfelter, Impact of Tax Reform on Charitable Giving: A 1989
Perspective, in Do Taxes Matter? 203 (Joel Slemrod ed., 1990).

130 In the economics literature, the notion of elasticity is used as a measure of taxpayer
response to a change in the “tax price” or value of the tax deduction. An elasticity greater than
one in absolute value (that is, a value smaller than negative one or a value greater than positive
one) implies that recipients of charitable donations receive more in increased funding than the
government loses in forgone revenue. See Charles Clotfelter, Federal Tax Policy and Charitable
Giving (1985).
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Table 7.—-Individual and Corporate Charitable Donations, 1984-1997
(Billions of Dollars)

1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997

Individual Donations

Itemized deductions
claimed for charitable
donations 4212 4796 53.82 49.62 5095 55.46 57.24 60.58 63.84 68.35 70.54 74.99 86.16 95.82

Total individual
donations 56.46 57.39 67.09 6453 6998 79.45 81.04 84.27 87.70 92.00 92.52 95.36 107.65 122.95

Charitable bequests
claimed on estate tax
return n.a. n.a. 3.57 3.98 4.82 493 5.53 6.25 6.79 7.29 9.34 8.70 10.21 14.27

Charitable bequests
received 404 477 5.70 6.58 6.57 6.97 7.64 7.78 8.15 8.54 10.01 1073 1148 12.63

Total individual

donations and

charitable bequests

received 60.50 62.16 7279 7111 7655 86.42 88.68 92.05 9585 100.54 102,53 106.09 119.13 135.58

Corporate donations

Deductions claimed for
charitable donations 4.06 4.47 5.18 4.98 4.89 4.89 4.75 4.76 5.52 6.31 7.10 7.43 7.82 8.42

Total corporate
donations 413 4.63 5.03 5.21 5.34 5.46 5.46 5.25 591 6.47 6.98 7.32 7.51 8.20

Source:  Individual itemized deductions, charitable bequests claimed on estate tax return, and corporate deductions taken from Internal Revenue Service
Statistics of Income data. Statistics of Income data for 1997 are preliminary. Statistics of Income data for charitable bequests claimed on estate tax
return relate to returns filed during the calendar year. Total individual donations, charitable bequests, total individual donations and charitable bequests
received, and total corporate donations taken from Giving USA, 1999. Data do not include donations from trusts. All tabulations prepared by staff of
the Joint Committee on Taxation.



Individual donations claimed as itemized deductions on individual tax returns have grown
in every year, excepting from 1986 to 1987.*** Charitable bequests showed the most rapid growth
over the period and corporate donations the slowest growth. For each line in Table 7, the measure
of charitable donations has grown more rapidly than the rate of inflation over this period.**
However, this real, inflation-adjusted, growth did not occur evenly over the period. Between
1984 and 1990, the real growth in individual donations claimed as itemized deductions was more
modest than was real growth since 1990. The value of charitable donations from corporations
declined in real terms between 1984 and 1991.

The Joint Committee staff estimates that, for 1999, 32.5 million taxpayers will claim more
than $97 billion in charitable donation tax deductions. See Table 8, below.

131 Most analysts attribute the high level of donations in 1986 followed by the lower level
of donations in 1987 to the anticipation and enactment of the Tax Reform Act of 1986 which
lowered expected future marginal tax rates for many taxpayers, thereby increasing the expected
price of future donations. In addition, certain other modifications to charitable tax deductions as
part of the individual alternative minimum tax may have altered the timing of some donations to
charities.

132 The price level, as measured by changes in the consumer price index (“CPI”),
increased by 54.4 percent over the period 1984 through 1997.
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Table 8.--Tax Returns Claiming an Itemized Deduction
For a Charitable Donation
(1999 Projections)

Income category [1] Number of tax returns Dollars claimed
(thousands) (millions)

Less than $10,000 ............. 108 $51
$10,000 to $20,000 ............ 941 894
$20,000 to $30,000 ............ 2,138 2,769
$30,000 to $40,000 ............ 3,271 4,189
$40,000t0 50,000 ............. 3,922 5,876
$50,000 to $75,000 ............ 8,221 17,738
$75,000 to $100,000 ........... 5,735 14,382
$100,000 to $200,000 .......... 5,353 19,302
$200,000 andover ............. 1,758 32,020
TOTAL ...t 32,447 $97,221

Source: Staff of the Joint Committee on Taxation, December 1999.
NOTE: Details may not add to totals due to rounding.

[1] The income concept used to place tax returns into income categories is adjusted gross income (“AGI”) plus:
employer contributions for health plans; employer contributions for the purchase of life insurance; employer
share of payroll taxes; workers compensation; tax-exempt interest; excluded income of U.S. citizens living
abroad; nontaxable Social Security benefits; insurance value of Medicare benefits; and alternative minimum tax
preference items.
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One measure of the magnitude of economic benefit to the donor that the deductibility of
charitable donations provides is an estimate of the tax expenditure related to such deductions. A
tax expenditure is measured by the difference between tax liability under present law and the tax
liability that would result from a recomputation of tax without benefit of the tax expenditure
provision.™*® Table 9, below, provides the Joint Committee staff estimates of tax expenditures
related to charitable deductions to educational organizations, health organizations, and other
charitable organizations. The Joint Committee staff estimates the annual value of the tax
expenditure relating to charitable donations to educational organizations by individuals to be
approximately $4.0 billion annually, to health organizations to be approximately $3.0 billion
annually, and to all other charitable organizations to be over $21.0 billion annually.

133 Taxpayer behavior is assumed to remain unchanged for tax expenditure estimate
purposes. For a discussion of the concept of “tax expenditures,” see Joint Committee on
Taxation, Estimates of Federal Tax Expenditures for Fiscal Years 2000-2004 (JCS-13-99),
December 22, 1999.
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Table 9.—-Estimates of Federal Tax Expenditures Related to Charitable Deductions, 2000-2004
(Billions of Dollars)

Corporations Individuals
Total
2000 2001 2002 2003 2004 2000 2001 2002 2003 2004  2000-04
Deduction for charitable
contributions to educational
institutions 0.9 1.0 1.0 11 1.2 3.9 4.3 4.6 49 5.2 28.2
Deduction for charitable
contributions to health
organizations 0.8 0.8 0.9 1.0 11 2.7 2.9 3.1 3.4 3.6 20.4
Deduction for charitable
contributions other than for
education or health 15 1.6 1.8 1.9 2.1 21.4 23.1 24.8 26.6 28.4 133.1

Source: Staff of the Joint Committee on Taxation, December 1999.



C. Implicit Subsidies to Capital Financing for Section 501(c)(3)
Organizations: Tax-Exempt Bonds

Rationales for permitting section 501(c)(3) organizations access to tax-exempt financing

Access to tax-exempt financing permits section 501(c)(3) organizations to borrow funds at
interest rates less than would otherwise prevail. As noted above, many describe charitable
organizations as providing services that otherwise would have to be provided by State or local
governments. Because State and local governments may use tax-exempt financing, providing
access to tax-exempt financing to section 501(c)(3) organizations creates parity in the cost of
provision of a service by such organizations and State and local governments. As a result, the
choice between the provision of a service through a section 501(c)(3) organization or a State or
local government is not biased by a perceived cost advantage of a government compared to
private provision by a section 501(c)(3) organization.

Others have suggested that financial institutions and markets may incorrectly perceive the
risks of lending to section 501(c)(3) organizations. They suggest that the implicit Federal subsidy
created by the use of tax-exempt financing lowers financing costs for qualifying section 501(c)(3)
organizations to more appropriate levels. Alternatively, they posit that because the activities of
charitable organizations provide significant spillover benefits to the public at large, it is
appropriate to subsidize the cost of providing these beneficial services and that it is appropriate to
encourage the provision of activities that create such spillover benefits.

Economic effects of the access to tax-exempt bond financing

Interest on State or local government bonds is tax-exempt when the proceeds are used to
finance activities of those governmental units or when the bonds are repaid with governmental
funds (e.g., taxes). States and local governments also may act as conduits to provide tax-exempt
financing for limited activities conducted and paid for by private businesses or individuals
(“private activity bonds™). One permitted type of such private activity conduit financing is for the
exempt activities of section 501(c)(3) organizations (“qualified 501(c)(3) bonds™). This exception
does not include financing for unrelated business activities of such organizations. Issuance of
qualified 501(c)(3) bonds is not subject to the annual State volume limitations that apply to
issuance of most private activity bonds.

The ability to finance capital and operating costs with tax-exempt bonds may substantially
reduce the cost of debt financing to section 501(c)(3) organizations. To illustrate, assume the
interest rate on taxable debt is 10 percent. If an investor in the 36-percent marginal income tax
bracket purchased a taxable debt instrument, his after-tax rate of return would be the 10-percent
interest less a tax of 36 percent on the interest received for a net return of 6.4 percent. If, asan
alternative, this investor could purchase a tax-exempt bond, all other things such as credit
worthiness being equal, the investor would earn a better after-tax return by accepting any yield
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greater than 6.4 percent.”* In the market, the yield spread between a tax-exempt bond and a
comparable taxable bond is determined by the marginal buyer of the bonds; in today's market,
these yield spreads are generally less than 28 percent.*** Because the yield spread arises from
forgone tax revenue, economists say that tax-exempt financing creates an implicit Federal subsidy
to the issuer. However, with many investors in different tax brackets, the loss of Federal receipts
is greater than the reduction in the tax-exempt issuers' interest saving.’*® The difference accrues to
investors in tax brackets higher than those that would be implied by the yield spread between
taxable and tax-exempt bonds. Nevertheless, as a consequence of the ability to use tax-exempt
financing, a section 501(c)(3) organization generally can borrow at more favorable interest rates
than individuals or other entities.

Data

Available evidence suggests that the greatest use of tax-exempt bond financing by section
501(c)(3) organizations is related to educational and health facilities. Table 10, below, provides
estimates of the tax expenditure related to the use of tax-exempt bond financing of educational
and health facilities by section 501(c)(3) organizations. The table presents estimates that the value
of the tax expenditure related to such tax-exempt bond financing exceeds $1.0 billion annually for
both educational facilities and health facilities.

134 More generally, if the investor's marginal tax rate is t and the taxable bond yields r,
the investor is indifferent between a tax-exempt yield, r,, and (1-t)r.

135 For example, while not comparable in security, market trading recently priced 30-year
U.S. Treasuries to have a yield to maturity of 6.637 percent. Prices for an index of long-term
tax-exempt bonds have produced a yield to maturity of approximately 6.00 percent. See 331 The
Bond Buyer 29 (January 6, 2000). Applying the equality of r,= (I-t)r from footnote 132, and
ignoring differences in risk or other non-tax characteristics of the securities, the early January
yield spread implies that an investor with a marginal tax rate of 9.6 percent would be indifferent
between the Treasury bond and the average high-yield tax-exempt bond. The yield to maturity
on 10-year U.S. Treasuries was 6.605 percent, while prices on an index of tax-exempt bonds with
10-year maturities produced an average yield of 5.20 percent, implying investors with a marginal
tax rate of 21.3 percent would be indifferent between the Treasury bond and the tax-exempt
bond.

3¢ The Federal income tax has graduated marginal tax rates. Thus, $100 of interest
income forgone to a taxpayer in the 31-percent bracket costs the Federal government $31, while
the same amount of interest income forgone to a taxpayer in the 28-percent bracket costs the
Federal government $28. If a taxpayer in the 28-percent bracket finds it profitable to hold a
tax-exempt security, a taxpayer in the 31-percent bracket will find it even more profitable. This
conclusion implies that the Federal government will lose more in revenue than the tax-exempt
issuer gains in reduced interest payments.
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Table 10.—Estimates of Tax Expenditures Related to Tax-Exempt Bond Financing by
Certain 501(c)(3) Organizations, 2000-2004
(Billions of Dollars)

Corporations Individuals

Total
2000 2001 2002 2003 2004 2000 2001 2002 2003 2004  2000-04

Exclusion of interest on

State and local government

bonds issued on behalf of

private nonprofit

educational facilities 0.2 0.2 0.2 0.2 0.2 0.5 0.5 0.5 0.5 0.5 3.7

Exclusion of interest on

State and local government

bonds issued on behalf of

private nonprofit hospital

facilities 0.3 0.3 0.3 0.3 0.3 0.8 0.8 0.9 0.9 0.9 5.9

Source: Staff of the Joint Committee on Taxation, December 1999.



V. ANALYSIS OF ISSUES RELATING TO THE DISCLOSURE OF
INFORMATION WITH RESPECT TO TAX-EXEMPT ORGANIZATIONS

A. Discussion of Issues Relating to Disclosure of Information
Regarding Tax-Exempt Organizations

Introduction

The statutory mandate for this study requires the Joint Committee to determine whether
the public interest would be served by greater disclosure of information relating to tax-exempt
organizations. Making this determination involves the balancing of sometimes competing policy
objectives. This balancing generally involves, on the one hand, the organization’s right to privacy
and concerns about misuses of information and, on the other hand, the legitimate public interest in
information regarding tax-exempt organizations. Also involved is the question of the effect of
disclosure on voluntary compliance with the tax laws. Other factors may be relevant, such as
whether disclosure would impose additional burdens on tax-exempt organizations and the effect
of disclosure on donors and prospective donors. A similar balancing occurs with respect to
determining whether to allow disclosure of returns and return information of taxable persons.

Organizations’ right to privacy and the public interest in disclosure

In the case of taxable persons, the balancing of issues regarding disclosure has resulted in
a general presumption against disclosure; that is, disclosure of returns and return information is
not permitted unless the disclosure is specifically authorized. The general presumption against
disclosure of returns and return information stems primarily from taxpayers’ right to privacy.**’
Exceptions to the general rule of nondisclosure are provided only in limited, specific
circumstances where the need for the information is found to outweigh the taxpayer’s privacy
interest. Even in those cases when disclosure is permitted, the disclosure is not public disclosure;
return information (such as written determinations involving a taxpayer) is made public only in
redacted form so that the taxpayer involved cannot be identified.*®

Like taxable persons, tax-exempt organizations may assert a right to privacy regarding
their activities and interactions with the IRS. However, for some time, different disclosure rules
have applied to tax-exempt organizations than to taxable persons and more recent changes in the
law have led to increased levels of public disclosure of returns and return information of tax-

137 For a discussion of the policy issues regarding section 6103, see Part Three of VVolume
| of this study.

138 Section 6103(k)(2) provides for the public disclosure of accepted offers in
compromise. The IRS makes summaries of accepted offers in compromise available for public
inspection at IRS district offices. It is the understanding of the Joint Committee staff that such
information is rarely requested.
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exempt organizations. The present-law rules requiring disclosure of returns and return
information relating to tax-exempt organizations reflect a determination that, because such
organizations are supported by the public, both through the tax benefits associated with tax-
exempt status and, in some cases, direct contributions,**® such organizations have a different
expectation of privacy than taxable persons and the public has a strong interest in information
regarding such organizations.**

The significance of the benefits of tax-exempt status, and the public’s right to information
that accompanies such benefits, has been described as follows:

[T]he proposed amendment requires annual reports from each and every
foundation, to the end that those foundations will act in the public interest, and also
so that interested parties, the general public, the Internal Revenue Service, congress
and the committees concerned will have accurate information...

[T]ax exemption is a high privilege. | believe the operation of a tax exempt
foundation is a public trust; and starting from the premise, I believe that all the
business, all the transactions, all the receipts, all the investments, all the grants and
contributions made by the foundation to individuals or to institutions, are of public
concern.'t

The recognition of the public’s right to information also has precedent in other areas. For
example, Federal securities laws require publicly-traded companies to disclose considerable
information regarding their activities and financial positions. These disclosure rules recognize
that the public has a right to such information because the public invests in such companies.
Similarly, the Employee Retirement Income Security Act of 1974, as amended (“ERISA”),
requires disclosure of information regarding pension plans. Federal election laws require

139 See the discussion in Part I11., above, for an analysis of the theory and economic
benefit of tax-exempt status.

140 Underlying the disclosure rules for tax-exempt organizations may also be a belief that
entities’ right to privacy is not as compelling as that of individuals. The Privacy Act reflects this
view--its protections apply only to individuals. Another possible rationale for disclosure of
information relating to tax-exempt organizations is that, to the extent that tax-exempt
organizations are viewed as providing services that otherwise would be provided by the
Government, their operations should be open to the public as are the operations of the
Government.

141 Statement of Senator Carl T. Curtis, Cong. Rec. S15646 (Daily Ed. December 4,
1969). This statement was made regarding private foundations; however, the rationale applies
equally to all tax-exempt organizations.
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disclosure of campaign financing information.*® In each of these cases, the public interest or right
to information has been found to outweigh the rights of individuals or organizations to privacy.

As in other cases in which public disclosure is required, public disclosure of information
regarding tax-exempt organizations enables the public to provide oversight of such organizations
and the activities in which they are involved. Disclosure of information regarding tax-exempt
organizations also allows the public to determine whether the organizations should be supported-
either through continued tax benefits or contributions of donors-and whether changes in the laws
regarding such organizations are needed.

Specific types of information in which the public has an interest

The public has an interest in information about the tax-exempt sector as a whole, as well
as in information regarding specific organizations. The public has an interest in knowing whether
tax-exempt organizations are complying with the law, how such organizations are carrying out
their exempt purposes, and whether the tax benefits provided to such organizations are
accomplishing their purposes and should be continued, modified, or eliminated. Members of the
public who wish to donate funds to tax-exempt organizations also need to know whether the
donation will be tax deductible.

While some of the information in which the public has an interest is relevant to
determining whether a tax-exempt organization satisfies applicable legal requirements, the
information required by members of the public, including potential and current donors, may go
beyond the minimum required to determine compliance with the law.

The information of interest to the public, particularly donors, includes the following:

. the identity of the organization;'*

. the charitable purpose or purposes of the organization and whether the organization
operates in a manner consistent with its stated purposes;

. the specific means by which the organization accomplishes its purposes;

. whether the organization is (and has been) in compliance with applicable laws;

. the identities and backgrounds of those responsible for major decision-making
within the organization;

. whether the organization’s officers, directors or other principals have engaged in

improper transactions with the organization (or other nonprofit organizations);

%2 The disclosures required under the Federal securities and Federal election laws are
described in Part B., below.

3 Many tax-exempt organizations have similar names or do business under a name other
than the organization’s legal name, and some donors may believe they have made a contribution
to one organization when it fact it was made to another with a similar name.
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. whether the organization has any tax-exempt or taxable affiliates and, if so, the
nature of such affiliates and information regarding transactions between the
organization and such affiliates ;

. the fund raising practices and policies of the organization;

. whether the organization shares donor information with other organizations;

. detailed financial information regarding the organization, including sources and
uses of funds; and

. how much of the donation will be used to support the efforts in which the donor is

interested (e.g., will a significant portion be retained by professional fund raisers).

Effect of public disclosure of returns and return information of tax-exempt organizations

The public disclosure of returns and return information of tax-exempt organizations assists
the public in providing oversight of tax-exempt organizations. There are a variety of benefits
typically associated with this oversight, including increased compliance with the law by tax-
exempt organizations and more informed giving by donors.

Effect of public disclosure on compliance

While disclosure of returns and return information with respect to taxable persons has
generally been believed to compromise voluntary compliance,*** public oversight of tax-exempt
organizations generally is viewed as increasing compliance with Federal and State laws.**®
Increased compliance may result from a number of factors. Tax-exempt organizations may make
greater efforts to comply with the law knowing that their activities will be subject to public
scrutiny and that a “clean” public record will assist in the solicitation of donations. Public
disclosure may also increase detection of violations of the law, and the fear of detection may spur
greater compliance with the law by some who would not otherwise comply. Public disclosure
may also increase compliance by making more information regarding the law available to tax-
exempt organizations.

Providing increased disclosure of IRS materials and rulings information may lead to fairer
application of the Federal tax laws by enabling taxpayers and others to determine if the IRS is
applying the law in a consistent manner. This, in turn, may also increase voluntary compliance;

144 See discussion in Part Three of Volume I of this study.

%5 See, e.g., Robert C. DeGaudenzi, Tax-Exempt Public Charities: Increasing
Accountability and Compliance, 36 Cath. U. L. Rev. 203, 221 (1995)(increasing amount and
quality of information available to the general public is “an essential element” in improving
compliance); Subcommittee on Oversight of the Committee on Ways and Means, U.S. House of
Representatives, Report on Reforms to Improve the Tax Rules Governing Public Charities,
WMCP 103-26, 103d Cong., 2nd Sess., at 19 (1994) (“[p]ublic oversight of charities is critical to
ensuring charities’ overall compliance with the tax laws”).
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organizations (and taxpayers generally) may be more willing to comply with the law if they
perceive that the system as a whole is fair.

Not all agree that increased public disclosure will lead to increased compliance. Some
argue that increased disclosure will not result in an increase in the quality and quantity of
information received. It has been suggested that tax-exempt organizations may attempt to
manipulate publicly available information so that the public perceives the information in a more
favorable way, and that persons who misuse tax-exempt organization funds will actively conceal
information. Some argue that organizations may be reluctant to bring violations of the law to the
attention of the IRS or work with the IRS to correct a problem if they know that the violation will
be made public.

In response to such arguments, it has been noted that there may be ways to address such
issues. For example, the disclosure rules could be modified to reduce the flexibility regarding
characterization of expenses, thus reducing opportunities for manipulation. Penalties for
violations of the law could be tailored to provide an incentive for organizations to detect and
report violations to the IRS. Disclosure could be limited to only certain violations, such as
violations relating to tax-exempt status. On the other hand, some argue that the public has an
interest in all violations, and that they all should be disclosed.

Effect of public disclosure on charitable giving

Recently there have been a number of well-publicized cases involving misuse of charitable
funds.*® While such misuses are not typical of the operations of tax-exempt organizations
generally, it has been noted that such scandals undermine the public faith in the tax-exempt sector
as a whole and that public faith in tax-exempt organizations is key to maintaining the viability of
such organizations, both with respect to their tax-exempt status as well as their ability to attract
donors.*’ Increased public disclosure of information regarding tax-exempt organizations may
help to increase confidence in the tax-exempt sector in a number of ways. For example, as
discussed above, increased disclosure may reduce the incidence of improper transactions.
Increased public disclosure may also help remove any taint from scandals by making the public
aware that most organizations are operated in an appropriate manner. An open book policy
regarding the operations of tax-exempt organizations may also help to create the impression that
such organizations have nothing to fear from disclosure and may even welcome it.

146 See, e.g., DeGaudenzi, supra, at 203-206.

147 See, e.g., Consuelo Lauda Kertz, Executive Compensation Dilemmas in Tax-Exempt
Organizations: Reasonableness, Comparability, and Disclosure, 71 Tul. L. Rev. 819, 858-59
(1997) (*Accountability for financial performance and charitable program outcomes are
important aspects of keeping the public trust, and that accountability is enhanced by disclosure.”)
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On the other hand, some tax-exempt organizations have expressed the concern that the
disclosure of some information, such as transactions that may involve self dealing, will deter
donors. Some counter that such a result may be appropriate and that donors and the public
generally have a right to information regarding the proper and improper uses of funds by tax-
exempt organizations. Without such information, donors may not be able to make the best
decisions about which organizations to support.

Discussion of factors to be taken into account in developing disclosure rules

In developing specific rules regarding disclosure of returns and return information
regarding tax-exempt organizations, a number of factors should be taken into account and
balanced against the public interest in information. Some of these factors are discussed below.

Costs of disclosure

In determining what disclosure is appropriate, the direct costs of disclosure should be
taken into account. In some cases the cost of disclosure may fall on the organization (and its
donors or other funding sources) and in some cases the cost may fall on the IRS (i.e., taxpayers
generally). Direct costs that may be incurred in complying with disclosure requirements include
the cost of compiling information, storing information, and responding to requests for
information. In the case of large organizations, the costs of disclosure may not be a significant
portion of the overall budget of the organization. However, in the case of smaller organizations,
disclosure costs may impose a significant burden. In determining whether to require disclosure
and, if so, whether the disclosure should be made by the organization or the IRS, factors to take
into account include whether it would be less costly for the IRS or the organization to make the
disclosure, whether there are ways to reduce the cost of disclosure (e.g., through the use of
electronic means), and whether the cost of the disclosure is appropriate relative to the public
benefit of the disclosure.

Benefits of disclosure

Disclosure rules must be developed with a view toward ensuring that the information
required to be made available will be responsive to the needs giving rise to the disclosure. More
information is not necessarily better; rather, information needs to be tailored to those who will use
it. For example, some have commented that the current Form 990, while containing valuable
information, may also be confusing, particularly to members of the general public. Any proposals
relating to disclosure should be examined to determine whether they will in fact serve the
purposes for which disclosure is made.
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The IRS as the repository of information regarding tax-exempt organizations

Another issue that arises with respect to disclosure of information relating to tax-exempt
organizations is whether the IRS should be the repository for all information in which the public
has an interest. The IRS needs information in order to determine whether a tax-exempt
organization is complying with the Federal tax laws, both as to the initial determination of tax-
exempt status and the operation of the organization. It has been recognized that the role of the
IRS with respect to tax-exempt organizations is different than the usual role of the IRS. In the
case of taxable persons, the IRS is concerned with determining whether the proper amount of tax
is paid. Given the nature of the law regarding tax-exempt organizations, the role of the IRS is
broader than determining whether any tax is due and should be paid.

This differing role was recognized in 1974, when as part of the reforms contained in the
ERISA, the Congress statutorily created the Office of Employee Plans and Exempt Organizations
(“EP/EQ”) under the direction of an Assistant Commissioner.**® EP/EO was created to oversee
deferred compensation plans and organizations exempt from tax under section 501(a).

In general, EP/EO was established in response to concerns about the level of IRS resources
devoted to oversight of employee plans and tax-exempt organizations. The legislative history to
the provision establishing EP/EO states that, with respect to administration of laws relating to
employee plans and tax-exempt organizations, “the natural tendency is for the Service to
emphasize those areas that produce revenue rather than those areas primarily concerned with
maintaining the integrity and carrying out the purposes of exemption provisions.”**

As part of the general provisions relating to the reorganization of the IRS, the IRS Reform
Act eliminated the statutory requirement that a separate EP/EO office be created. The legislative
history to the IRS Reform Act makes it clear, however, that the Congress continued to recognize
the special role of the IRS with respect to tax-exempt organizations. The Senate Committee
report on the IRS Reform Act states that it was intended that the IRS create a comparable structure
to EP/EO administratively “to ensure that adequate resources within the IRS are devoted to
oversight of the tax-exempt sector.”**® The Report further states: “given the magnitude of the
sectors EP/EOQ is charged with regulating, as well as the unique nature of its mandate, an
adequately funded EP/EO is extremely important to the efficient and fair administration of the
Federal tax system. Accordingly, financial resources for EP/EO should not be constrained on the

%8 Former Code sec. 7802(a).
%S Rep. No. 93-383, 108 (1973). See also, H.R. Rep. No. 93-807, 104 (1974).
150 S Rep. No. 105-174, 20 (1998).
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basis that EP/EQO is a ‘non-core’ function; rather, EP/EO, like all functions of the IRS, should be
funded so as to promote the efficient and fair administration of the Federal tax system.”**

Despite the broader role of the IRS with respect to tax-exempt organizations, the primary
need of the IRS for information is to determine whether an organization is complying with the
Federal tax laws. While this information is useful to the general public, others, such as donors,
may require additional information.**> The issue is whether it is appropriate to require that
information not strictly relevant to enforcing the tax laws be included on Federal tax forms.

Requiring information regarding tax-exempt organizations on their Federal tax form helps
to provide some consistency, may make information more accessible, and may reduce the burdens
on organizations by reducing the need to respond to further requests for information at the State
level. For example, many States impose financial disclosure requirements on tax-exempt entities.
In most cases, these requirements can be complied with by filing IRS Form 990 with the State.™
However, if the Federal Government does not collect information desired by most States, it is
likely that many organizations would be required to file additional information. Providing this
information in a single place and format may also make it easier for organizations to respond to
requests for information. On the other hand, the IRS may have less interest in enforcing
information gathering requirements that are not relevant for its needs. Lack of enforcement may
compromise the quality of information provided. On the other hand, enforcement efforts with
respect to information of limited interest to the IRS may be an inefficient use of IRS resources.

It may be appropriate in some cases for information to come from sources other than tax
filings. There are currently other means by which those with an interest in information regarding
tax-exempt organizations can obtain it. For example, State laws may impose their own
requirements, and law enforcement officials have other means to legally compel organizations to
provide information. In addition, there are private groups that evaluate tax-exempt organizations,
and because of the benefits of receiving a positive evaluation, many organizations voluntarily

11 1d. As part of the IRS reorganization, the previous responsibilities of EP/EO have
now been transferred to the newly designated Tax Exempt/Government Entities Division.

152 Others may also have an interest in information regarding tax-exempt entities. For
example, as described more fully below in Part VI.D., State Attorneys General (or other State law
enforcement officers) have an interest in information that will enable them to enforce State
charities laws. The Congress has an oversight responsibility regarding the Federal tax laws
applicable to charities, both with respect to compliance with the law by such entities and
enforcement of the law by the IRS. The Congress also has a need for information in order to set
and evaluate policy objectives and to determine whether existing laws are fulfilling the purposes
for which they were enacted.

153 Nearly all States that require annual financial reporting accept Form 990, although
some require supplements.
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comply with requests for information from such groups. In addition, private organizations may be
helpful in compiling and summarizing information regarding tax-exempt organizations.

Application of disclosure rules to different types of tax-exempt organizations

Some have commented that different disclosure rules may be appropriate for different
types of tax-exempt organizations. Present law defines many different types of tax-exempt
organizations. The rules applicable to these organizations vary, and it has been suggested that
public interest in information regarding certain types of organizations is different than the public
interest in other types of organizations. For example, the public interest in information regarding
organizations that do not solicit funds from the general public may be less than in organizations
that do. Determining whether different rules would be appropriate for different types of
organizations would involve an analysis of the various types of organizations in order to
determine whether the differences are in fact sufficient to merit a different policy regarding
disclosure.
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B. Other Instances in Which the Federal Government Plays a Role
in Serving Public Interest by Requiring Disclosure of Information

1. Federal securities laws

Transactions involving the sale and purchase of securities are subject to regulation under
Federal law and State law. The primary Federal securities laws are the Securities Act of 1933 (the
“Securities Act”) and the Securities Exchange Act of 1934 (the “Exchange Act”). The Securities
Act generally prohibits (1) the offer and sale of a security that is not registered with the Securities
and Exchange Commission (the “SEC”), and (2) fraudulent or deceptive practices in the offer or
sale of a security.™ The Exchange Act contains a variety of provisions applicable to issued and
outstanding securities.

The first administrative release under the Securities Act, issued on the date the Securities
Act was signed by President Franklin D. Roosevelt, indicates that the primary purpose of the first
Federal securities law was disclosure:

The basic policy of the act is that of informing investors of the facts concerning
securities to be offered for sale in interstate and foreign commerce and providing
protection against fraud and misrepresentation. It will be the aim and purpose of
the [SEC] under the authority of the act to prevent further exploitation of the public
by the sale of fraudulent and worthless securities through misrepresentation, to
place adequate and true information before investors, and to protect honest
enterprise seeking capital by honest representations against the competition
afforded by securities offered through crooked promotion and
misrepresentation. . . .

... the Commission intends to administer the act so as to give purchasers of
securities full and accurate information and at the same time interfere as little as
possible with the legitimate financing of legitimate business. The Commission is
fully aware of the magnitude and importance of the responsibility imposed upon it
by thisact . . ..

The public should thoroughly understand that the Commission is not authorized
to pass in any sense upon the value or soundness of any security. Its sole function
is to see that full and accurate information as to the security is made available to
purchasers and the public, and that no fraud is practiced in connection with the sale
of the security. Speculative securities may still be offered and the public is as free
to buy them as ever. The Commission’s duty is to see that the security is truthfully

154 The Securities Act designated the Federal Trade Commission as the agency
responsible for the securities regulation. The Exchange Act established the SEC and transferred
to the SEC responsibility for administration of the Federal securities laws.
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presented to prospective purchasers. The fact that a description of the security and
of the concern issuing the security is filed with the Commission is in no sense and
must not be regarded as an endorsement or approval of the security or the concern
by the Commission.'*

The Securities Act typically requires a company that intends to issue securities to prepare
and file with the SEC a registration statement containing information that relates to both the
company and the securities offering. The registration statement consists of two parts. Part | of the
registration statement is referred to as the “prospectus,” which the company must give to each
person to whom the company offers the securities. Part Il of the registration statement contains
detailed information and exhibits that the SEC makes available for inspection by the public. Ifa
company’s securities are purchased by more than a specified number of shareholders and the
value of the company’s assets exceed a specified amount, the company also must register under
the Exchange Act and must file with the SEC periodic reports that contain many of the same
disclosures required in a registration statement filed under the Securities Act. As a result of this
overlap, the SEC has adopted a disclosure system that integrates the disclosures required under the
Securities Act and the Exchange Act. The primary disclosure requirements under this integrated
disclosure system are:

» Descriptions of the development and operation of the business, certain legal
proceedings other than routine litigation incidental to business, and the company’s
publicly-traded common equity, including the number of shareholders, the high and low
prices, and the frequency and amount of any cash dividends and a detailed description
of the securities being offered.

» A table of financial data that highlights significant financial trends in the business for
the five most recent years of operation (and any additional years to ensure that the
information provided is not misleading), and management's discussion and analysis of
information that is available to the company without undue effort or expense and that
does not clearly appear in the company's financial statements, including material events
and uncertainties known to management that would cause reported financial
information not to be necessarily indicative of future operating results or of future
financial condition.

* If an independent accountant has resigned or was dismissed in the past two fiscal years,
the circumstances of the accountant's dismissal or decision to leave, whether financial
statements were modified from the version recommended by the accountant, and any
information relating to the inaccuracy of financial statements or laxness in financial
controls necessary to make an audit statement accurate.

155 Securities Act Release No. 1 (1933).
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» Biographical information (including any legal proceedings that have occurred in the
past five years that are material to ability or integrity) on directors, executive officers,
promoters and control persons, description of executive compensation, including all
compensation awarded to the chief executive officer and the four most highly
compensated executive officers in addition to the chief executive officer for the last
three fiscal years, a stock performance graph comparing the company’s stock
performance to specified indices, and a report from the compensation committee of the
company’s board of directors on its philosophy for setting executive compensation.

» Name, address, and number of shares and percentage of securities owned with respect
to beneficial owners who hold more than five percent of any class of voting securities,
the aggregate security ownership of management, ownership by directors, the chief
executive officer and the four most highly paid executives, and any arrangements for
change of control known to the company, including takeover defense measures.

» Descriptions of certain relationships, transactions, and proposed transactions involving
the company and a direct or indirect material interest of a director or executive officer
of the company, a nominee for director, a five-percent beneficial owner or any
immediate family member of the foregoing, and description of failure to timely report
as required any transactions involving company insiders.

» A summary of material information contained in a prospectus and risk factors that make
the offering of the company’s securities speculative or risky.

» A general description of how the proceeds of the offering of the company’s securities
will be used and, under certain circumstances, a description of the reasons for the
offering price, a comparison of the contribution from the public offering and the cash
contribution of officers and other affiliates for securities acquired in the past five years,
and if securities registered for the public offering will be offered by existing
stockholders, the relationship between the stockholder and the company in the past
three fiscal years, the amount of securities of the class offered that are owned by the
stockholder before the public offering, and the amount of the security that will be
owned by the stockholder after the public offering.

 Information concerning roles and interests of underwriters, legal counsel, promoters,
and experts with respect to the public offering, a description of indemnification of
officers, directors and controlling persons of the registrant against liability under the
Securities Act, a statement disclosing the SEC's position on the unenforceability of such
indemnification, and a description of the type and scope of indemnification any statute,
or the company's charter or by-laws, of any director or officer from liability while acting
in such capacity.
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» A detailed list of all estimated expenses related to the public offering of the securities
which includes state and Federal taxes as well as printing and other fees associated with
the offering.

» Exhibits consisting of various contracts, agreements and governing instruments,
generally including underwriting agreements, acquisition agreements, articles of
incorporation and bylaws, opinions of counsel and material contracts.'*®

In 1993, the SEC began to require electronic filing of most required disclosure documents
through its Electronic Data Gathering, Analysis, and Retrieval (EDGAR) system. EDGAR
performs automated collection, validation, indexing, acceptance, and forwarding of submissions
by companies and others who are required by law to file forms with the SEC. The primary
purpose of EDGAR is to increase the efficiency and fairness of the securities market for the
benefit of investors, corporations, and the economy by accelerating the receipt, acceptance,
dissemination, and analysis of time-sensitive corporate information filed with the SEC. EDGAR
filings are posted to the SEC site on the World Wide Web within twenty-four hours after the date
of filing."™’

2. Federal election laws

Attempts to establish comprehensive campaign finance reform began after the 1896
presidential election in response to stories of corporations financing candidates’ campaigns in
hopes of influencing subsequent legislation. The Tillman Act, enacted in 1907, prohibited
corporations and national banks from contributing money to Federal campaigns. The Congress
passed the first Federal campaign disclosure legislation three years later. Although this legislation
originally applied only to House elections, the Congress amended the law in 1911 to expand its
scope to Senate elections and to set spending limits for all Congressional candidates. The Federal
Corrupt Practices Act of 1925 (the “1925 Act”) strengthened the disclosure requirements and
increased the expenditure limits applicable to general election activity.'*®

The Federal laws requiring public disclosure of campaign finances were intended to deter
abuse and to educate the electorate. Because none of these laws created an institutional

156 17 CFR Part 229, Standard Instructions for Filing Forms Under Securities Act of
1933, Securities Exchange Act of 1934 and Energy Policy and Conservation Act of 1975
(Regulation S-K).

157 See Securities and Exchange Commission, Important Information About EDGAR (last
updated June 28, 1999), <http://www.sec.gov/edaux/wedgar/htm>.

%8 Federal Election Commission, Twenty Year Report 4 (1995).
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framework to administer the campaign finance provisions effectively and were otherwise flawed,
the disclosure provisions were largely ignored.™*

The Federal Election Campaign Act of 1971 (“FECA”) fundamentally changed the Federal
campaign finance laws.*® Among other things, FECA required full reporting of campaign
contributions and expenditures. But like the earlier laws, FECA did not provide for one
independent enforcement body. In the wake of documented campaign abuses in the 1972
presidential election, comprehensive amendments to FECA in 1974 resulted in the establishment
of the Federal Election Commission (the “FEC”), an independent agency to assume the
administrative functions under FECA and to serve as a clearinghouse for information on the
administration of elections.'®* In its ruling on a lawsuit filed by Senator James L. Buckley of New
York and former Senator Eugene McCarthy to challenge the constitutionality of key provisions of
the 1974 amendments to FECA, the Supreme Court ruled that some of the FECA expenditure
limits and the method of appointing FEC commissioners were unconstitutional but upheld the
FECA disclosure and recordkeeping requirements.*®?

In response to the Supreme Court’s decision in Buckley v. Valeo, the Congress amended
FECA in 1976 to repeal most of the expenditure limits and revise the provisions for the
appointment of FEC Commissioners.’®® Additional amendments to FECA in 1979 simplified the
reporting requirements.**

FECA requires each treasurer of a political committee to sign and file reports of receipts
and disbursements. During any calendar year in which there is a regularly scheduled election or
nomination for election, a political committee that is the principal campaign committee of a
congressional candidate is required to file a pre-election report, a post-election report, and
additional quarterly reports. In any other calendar year, a congressional candidate’s committee is
required to file semi-annual reports.’®®> During any calendar year in which a general election is
held, the principal campaign committee of a presidential candidate generally is required to file

% For example, candidates could avoid the disclosure requirements altogether because a
candidate who claimed to have no knowledge of spending on his behalf was not liable under the
1925 Act. Id.

10 Pub. L. No. 92-225.

161 Pub. L. No. 93-443.

192 Buckley v. Valeo, 424 U.S. 1 (1976).
163 Pub. L. No. 94-283.

164 Pub. L. No. 96-187.

1652 U.S.C.S. 434(a)(2).
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monthly reports if the committee receives contributions aggregating $100,000 or more or makes
expenditures aggregating $100,000 or more, or anticipates receiving such contributions or making
such expenditures. If a presidential candidate’s principal campaign committee is not required to
file monthly reports due to the level of actual or anticipated contributions and expenditures, the
committee generally must file the same pre-election, post-election, and quarterly reports required
for congressional candidates. In a calendar year in which a general election is not held, a
presidential candidate’s committee is required to file either monthly reports or quarterly reports.*
Political committees other than authorized committees of a congressional or presidential candidate
are required to file either monthly reports or pre-election, post-election, and quarterly reports.*’

The items that each report must disclose include the following:

» The total amount of all receipts and the total amount of all receipts in each of several
categories, including contributions, transfers, and loans from committees, individuals,
the candidate, and political party committees.

» The identification of contributors, transferors, and recipients of disbursements of more
than $200.

» The total amount of all disbursements, and all disbursements in several categories,
including expenditures made to meet candidate or committee operating expenses,
transfers to other committees authorized by the same candidate, and loans and
repayment of loans.

» The amount and nature of outstanding debts and obligations owed by or to such
political committee; and where such debts and obligations are settled for less than their
reported amount or value, a statement as to the circumstances and conditions under
which such debts or obligations were extinguished and the consideration therefor.'¢®

In addition to reports by political committees, FECA requires every person other than a
political committee who makes independent expenditures in an aggregate amount or value in
excess of $250 during a calendar year to file a statement that contains (1) the identity of the
contributor, the date and the amount of all contributions received by such person, (2) the identity
of the recipient of the independent expenditure, the date, amount, and purpose of the expenditure,
and an indication of whether the independent expenditure is in support of, or in opposition to, the
candidate involved, (3) a certification whether or not such independent expenditure is made in
cooperation, consultation, or concert with, or at the request or suggestion of, any candidate or any

165 2 U.S.C.S. 434(2)(3).
187 2 U.S.C.S. 434(2)(4).
168 2 U.S.C.S. 434(h).
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authorized committee or agent of such candidate, and (4) the identification of each person who
made a contribution in excess of $200 to the person filing such statement which was made for the
purpose of furthering an independent expenditure. Any independent expenditure aggregating
$1,000 or more made after the 20™ day, but more than 24 hours before any election must be
reported within 24 hours after such independent expenditure is made. The statement concerning
such an expenditure must contain the identity of the recipient of the independent expenditure, the
date, amount, and purpose of the expenditure, and an indication of whether the independent
expenditure is in support of, or in opposition to, the candidate involved. FECA requires the FEC
to prepare indices that set forth, on a candidate-by-candidate basis, all independent expenditures
separately made by or for each candidate and to periodically publishing such indices on a timely
pre-election basis.*

Since 1979, the FECA amendments and election reform measures adopted by the Congress
have been limited in scope. The most significant developments in election reform have been
judicial and administrative, especially as a result of FEC attempts to implement and enforce the
applicable laws. As the agency responsible for administration and enforcement of FECA, the
FEC provides disclosure of the campaign finance information it gathers pursuant to the FECA
reporting and recordkeeping requirements. In a report commemorating its 20" anniversary, the
FEC provided the following description of its disclosure responsibility:

Disclosing the sources and amounts of funds used to finance Federal elections is
perhaps the most important of the FEC’s duties. In fact, it would be virtually
impossible for the Commission to effectively fulfill any of its other responsibilities
without disclosure. The Commission could not, for example, enforce the law
without knowledge of each committee’s receipts and disbursements. Disclosure
also helps citizens evaluate the candidates running for Federal office and it enables
them, along with the agency, to monitor committee compliance with the election
law. Given these facts, the Commission has devoted substantial resources to
providing effective access to campaign finance data .

Since it was established in 1974, the FEC has disclosed campaign finance data and
provided information on the election law to both the general public and regulated committees and
persons in order to create an educated electorate and promote compliance with the campaign
finance law. Both the FEC’s public disclosure program and educational outreach efforts promote
compliance by facilitating public scrutiny of campaign finance records and by fostering
understanding of the law.'™

189 2 U.S.C.S. 434(c).
170 Federal Election Commission, Twenty Year Report 4 (1995).
1 Federal Election Commission, Annual Report 1998, p. 7.
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When a committee files its report with the FEC, the Public Records Office ensures that a
copy is available for public inspection within 48 hours. Simultaneously, the FEC’s data staff
begins to enter the information disclosed in the report into the FEC computer database. The
amount of information disclosed has grown dramatically over the years. By December 1994,
more than 12 million pages of information were available for public review. In the Public
Records Office, citizens may inspect microfilm and paper copies of committee reports, as well as
the FEC’s computer database and more than 25 different computer indexes that make the data
more accessible. For example, the “G Index” lists individuals who have given more than $200 to
a committee during an election cycle. The “K Index” and the “L Index” offer broader “bank
statement” views of receipts and disbursements for PACs, parties and candidates.'

In recent years, computers have enhanced the disclosure process. FEC currently uses
computer technology in virtually every aspect of the disclosure process, from electronic filing to
distributing information over the Internet. In January 1997, the FEC established the first phase of
an interim electronic filing program that allowed committees to file reports via computer disk. In
1998, the FEC launched the second phase of the program, permitting filers to submit reports to the
FEC by modem and via the Internet.*’®

The FEC creates digital images of all reports filed with the FEC by scanning the
documents. The public may view these digital images in the FEC’s Public Records Office or on
the FEC’s Internet web site. In addition to the digital imaging system, the FEC codes and enters
information from campaign finance reports into the FEC’s disclosure database, which contains
data from 1977 to the present. Information is coded so that committees are identified consistently
throughout the database.*™

In recent years, the FEC has significantly enhanced the availability of campaign finance
data through its web site. One enhancement is a new query system that allows visitors to access
the name and contribution amount of any individual who contributed $200 or more to a Federal
political committee during the 1997-1998 election cycle. In addition, the query system allows
users to access lists of PACs or party committees that contributed to specific candidates and to
view lists of candidates to whom selected PACs and parties contributed. The system, which is
updated daily, also allows users to access digitized copies of the actual reports filed by House
candidates, PACs and party committees. The Public Records Office continues to make available
microfilmed copies of all campaign finance reports, paper copies of reports from Congressional
candidates and FEC documents such as press releases, audit reports, closed enforcement cases and
agenda documents. The FEC also continues to offer on-line computer access to the disclosure
database to more than 1,000 subscribers to the thirteen-year-old Direct Access Program for a

172 Federal Election Commission, Twenty Year Report 4 (1995).
173 Federal Election Commission, Annual Report 1998, p. 7.
174 Id
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small fee. Subscribers include journalists, political scientists, campaign workers and other
interested citizens.'”

175 Id
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VI. JOINT COMMITTEE STAFF RECOMMENDATIONS
TO INCREASE DISCLOSURE OF INFORMATION
RELATING TO TAX-EXEMPT ORGANIZATIONS

A. General Principles Relating to Disclosure of
Returns and Return Information of Tax-Exempt Organizations

The Joint Committee staff believes that certain general principles should apply to
disclosure of returns and return information relating to tax-exempt organizations. These general
principles are described in this section. The Joint Committee staff applied these principles in
developing its specific recommendations regarding modifications to the disclosure rules. These
general principles also provide a framework for evaluating other proposals relating to disclosure
rules for tax-exempt organizations.

The Joint Committee staff believes that, in general, the public has a legitimate
interest in having access to all returns and return information regarding tax-
exempt organizations. The Joint Committee staff also recognizes that there
are legitimate concerns regarding the public disclosure of some information.
In determining whether particular types of information should be subject to
public disclosure, the public interest in disclosure should be balanced against
the reasons for not disclosing the information. The Joint Committee staff
believes that disclosure of information regarding tax-exempt organizations is
appropriate unless there are compelling reasons for nondisclosure that clearly
outweigh the public interest in disclosure. The Joint Committee staff believes
that, in order to help ensure the quality of information provided to the public
regarding tax-exempt organizations, modifications to the present-law
disclosure rules should be adopted only after interested parties have had
opportunity to comment.

The Joint Committee staff believes that the public has a legitimate interest in access to
information of tax-exempt organizations. This public interest derives from the tax benefits
accorded under Federal law to such organizations, as well as the nature and purposes of such
organizations. The public has an interest in ensuring that tax-exempt organizations are complying
with applicable laws and that the funds of such organizations (whether or not solicited from the
general public) are being used for the exempt purposes of the organization. The Joint Committee
staff believes that increased disclosure of information regarding tax-exempt organizations will
improve the efficiency of the operation of the tax-exempt sector by: (1) increasing public
oversight of tax-exempt organizations; (2) increasing compliance with Federal tax (and other
applicable) laws; (3) promoting the fair application and administration of the Federal tax laws;
and (4) advancing the policies underlying the Federal tax rules regarding such organizations,
including the encouragement of charitable giving. Thus, the Joint Committee staff believes that
the general principle governing disclosure of information regarding tax-exempt organizations is
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that such information should be disclosed unless there are compelling reasons for nondisclosure
that clearly outweigh the public interest in disclosure.

In determining whether particular information regarding tax-exempt organizations should
not be disclosed, the public interest in disclosure should be balanced against the reasons for
nondisclosure. There may be a variety of factors relevant to this determination. For example, in
some cases, information regarding a tax-exempt organization may involve return information of
individuals, such as donors. In such a case, the privacy interests of the individual may outweigh
the general public interest in the information. In other cases, disclosure of the information may be
inconsistent with the objectives of disclosure. For example, in some circumstances, disclosure of
information may be viewed as undermining volu